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Partnership Level Proceedings:
Policies, Procedures and Planning*
By CLAUDINE AUSNESS*
INTRODUCTION

Prior to the enactment of legislation providing for partnership level proceedings,' proposed adjustments in the tax treatment of a partnership item2 could be made only at the partner
level. Adjustments at the partner level were necessary because a
partnership could not be assessed a deficiency 3 for the simple
4
reason that a partnership is not liable for any income taxes.
Liability for the tax results of partnership activities rests with the

individual partners. 5 While partnerships are required to file tax
returns, 6 the returns are merely informational. 7 Thus, when a

partnership return was examined and it was determined that ad*The opinions expressed in this Article are not necessarily those of the Treasury, the IRS
or the Chief Counsel to the IRS.
**Docket attorney, Miami District Counsel, Southeast Regional Counsel to Internal Revenue
Service, formerly in Legislation and Regulations Division of Chief Counsel to IRS and
staff assistant to the Chief Counsel. B.A. 1964, Stetson University; M.A. 1966, University
of Florida; J.D. 1978, University of Kentucky; LL.M. 1983, Georgetown Umversity.
'I.R.C. §§ 6221-6232 (West Supp. 1983). "Proceedings" include "all administrative
and judicial proceedings for the adjustment at the partnership level of partnership items."
I.R.C. § 6223(g) (West Supp. 1983).
2
A "partnership item" is defined as "any item required to be taken into account for
the partnership's taxable year under any provision of subtitle A [Income Taxes] to the exsuch item ismore appropriatetent regulations prescribed by the Secretary provide that
ly determined at the partnership level than at the partner level." I.R.C. § 6231(a)(3) (West
Supp. 1983).
is defined in I.R.C. § 6211 (1976 & West Supp. 1983).
3"Deficiency"
4
I.R.C. § 701 (1976). Before the legislation providing for partnership level proceedings was enacted, a petition for a redetermination of a deficiency filed by a partnership m Tax Court (pursuant to I.R.C. § 6213 (1976 & West Supp. 1983)) would be dismissed
for lack of jurisdiction on the ground that a partnership as a nontaxable entity could receive
no deficiency notice under I.R.C. § 6212 (West Supp. 1983). Taylor Bros. v. Commissioner, 9 B.T.A. 877, 878 (1927). If individual partners failed to file the timely petition
required by I.R.C. § 6213(a) (1976), they had to pay the additional taxes assessed and
then seek to recover this payment individually in a refund forum. See, e.g., Sumerset Properties v. Commismoner, 43 T.C.M. (CCII) 94 (1981).
5I.R.C. § 701.
6I.R.C. § 6031(a) (West Supp. 1983).
7See id.
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]ustments to partnership items were appropriate, each partner's
individual return had to be examined in order to make the proposed adjustments and to compute the correct tax liability for each
8
partner.
When partnerships were primarily small operating businesses
and all the partners were active in the business and lived in the
same vicinity, partner level proceedings were workable most of
the time. The advent of large investment partnerships-with
passive investor partners often scattered across the countrycreated several significant problems. First, the new type of partnership often resulted in the Internal Revenue Service (IRS-or Service) experiencing difficulty in identifying the ultimate partners
in a multi-tiered partnership. This difficulty frequently forced the
IRS to request extensions of the relevant statute of limitations. 9
Obtaining these extensions was a time consuming task for the IRS.
Second, the geographic dispersion of partners made it difficult
to coordinate the examination of the returns of different partners.
If partners lived in different audit districts, the agent examining
one partner's return was not likely to be the agent examining the
returns of the other partners. Also, none of these agents was likely to have been the agent who examined the partnership return.
Moreover, partners were always free to report partnership income
and deductions in a different amount or character than that stated
on the K-1 schedule. The same partnership item therefore could
be treated differently by different partners.
After separate examination of each partner's return, the examining agents made independent determinations on which a
"30-day letter" was issued. 0 Any partner dissatisfied with the examimng agent's adjustment of any partnership item could then
file a protest requesting an appeals office conference within thirty days after the letter contaimng the agent's determinations was
8

The statutes relating to the assessment process described in the text may be found
at I.R.C. §§ 6201-6204 (1976 & West Supp. 1983).
9
Generally, the statute of limitations for assessing any additional tax is three years.
See I.R.C. § 6501 (1976 & WestSupp. 1983). The new legislation contains a statute which
specifically deals with the period of limitations for maling assessments on the basis of an
administrative adjustment in the treatment of a partnership item. See I.R.C. § 6229 (West
Supp. 1983).
1026 C.F.R. § 601.105(c)(2)(i), (d) (1983).
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mailed." Just as each partner's return was separately examined,

partners usually had individual administrative hearings. Partners
could have consolidated cases, but they often were reluctant to
do so because of the possibility that information regarding their

individual financial situation might be disclosed to other partners
during the hearing. If a partner was dissatisfied with the determination in appeals, he could then separately litigate the issues
in the forum of his choice. 2 Thus, with different examining

agents, separate administrative conferences before different officers, separate trials in different forums and the likelihood that

the cases would move through the system at different times, the
fact that the same partnership item was sometimes treated in dif-

ferent ways was not surprising.
In order to reduce the possibility of inconsistent and unfair
treatment of the same partnership item, as well as to conserve
limited judicial and IRS resources used in contesting the same
substantive issues repeatedly with different partners, Congress pro-

vided an administrative mechamsm for determimng the treatment
of partnership items at the partnership level as part of the Tax
13
Equity and Fiscal Responsibility Act of 1982 (TEFRA).
Under TEFRA, partners are generally liable for any changes
in their tax liabilities resulting from an audit of the partnership. 14
1126 C.F.R. § 601.105(d)(1)(iv), (d)(2) (1983).
12The possible forums include the Tax Court, a federal district court and the Court
of Claims. See I.R.C. § 6226(a) (West Supp. 1983).
13
Tax Equity and Fiscal Responsibility Act of 1982 [hereinafter cited as TEFRA] §
402(a), 26 U.S.C.A. §§ 6221-6232 (West Supp. 1983). Title IV of TEFRA, enacted
September 3, 1982, added subchapter C, relating to partnership level proceedings, to
chapter 63 of the Internal Revenue Code of 1954.
Partnership level proceeding procedures generally apply only to partnership taxable
years beginning after September 3, 1982. TEFRA § 407(a)(1). A partnership could elect
to apply the unified proceeding rules to the partnership taxable year which straddles the
enactment date. TEFRA § 407(a)(3). However, because every partner must consent to
the election, large tax shelter partnerships may be unable to exercise this option. See Rev.
Proc. 83-8, 1983-5 I.R.B. 12, for an explanation of how to elect early coverage.
The inadequacies of partner level procdings and the need for unified partnership
proceedings have long been recognized by a number of professional organizations, including
the Tax Section of the American Bar Association, the American Law Institute, the Association of the Bar of the City of New York, and the New York State Bar, all of whom contributed
significantly to drafts of the bill.
14
This follows from I.R.C. §§ 6221-6232, from the fact that the partnership is not
liable for any income tax, and from the fact that partners are liable for income tax based
on income resulting from the partnership. I.R.C. § 701 (1976).
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The practical effect of partnership level proceedings is that the
treatment of a partnership item may now be determined in one
administrative proceeding and one judicial proceeding, regardless
of the number of partners in the partnership or where those partners live.

This Article will introduce and explain the new legislation providing for partnership level proceedings. Questions which were
not answered by the new legislation will also be noted. 15 The
scope of the legislation will first be discussed. Then, the rules which
govern adjustment proceedings, administrative adjustments, and

assessment and collection of deficiencies will be examined.
I.
A.

THE SCOPE OF THE PARTNERSHIP LEVEL
PROCEEDINGS LEGISLATION

What is a Partnershipfor Purposes of

PartnershipLevel Proceedings?
The Internal Revenue Code defines "partnership" as including

"a syndicate, group, pool, joint venture, or other unincorporated

organization through or by means of which any business, financial operation, or venture is carried on, and which is not ... a

corporation or a trust or estate."' 16 While the growth of large tax

shelter partnerships was the primary factor leading to the establishment of partnership level proceedings, it was not possible to limit
the application of the new legislation to large tax shelter partnerships. The difficulties encountered in trying to define "large" and

"tax shelter" resulted in the new procedures being applied to all
partnerships required to file a partnership return. 17 Defining a
"Many questions can be authoritatively answered only after regulations are issued.
The Secretary of the Treasury was given broad authority to promulgate regulations necessary
to carry
out the legislation. I.R.C. § 6230(k).
16
1.R.C. § 761(a) (1976 & West Supp. 1983). The definition of a partnership for
federal tax law filing purposes is broader than the definition of a partnership recognized
under the common law. See e.g., McManus v. Commissioner, 583 F.2d 443, 447 (9th Cir.
1978), cert. denied, 440 U.S. 959 (1979).
17"Every partnership (as defined in section 761(a)) shall make a return for each taxable year.
" I.R.C. § 6031(a). In drafts as early as June 1981, the Tax Section of the
American Bar Association recommended that partnership procedures apply to all types
of partnerships, because of the difficulty in distinguishing "operating partnerships" from
"investment partnerships" in certain situations (e.g., a real estate partnership).
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partnership for purposes of partnership level proceedings as partnerships which are required to file a return evidences the central
role the partnership return plays in the structure of the partnership level proceedings provisions. 18
1. The Exclusion of Certain Partnerships
Treasury regulations already in existence when partnership
level proceedings were established exempted certain partnerships
from the filing requirements. 19 To enable the IRS to determine
whether partnerships previously exempted from filing needed to
be subject to partnership level proceedings, the new statutory provisions restate the general filing requirement 2° and authorize the
IRS to issue regulations exempting certain partnerships from part1
nership level proceedings.2
18
The central role of the partnership return is evident in several areas. First, whether
the IRS must conduct partnership level proceedings in order to challenge a partner's treatment of a partnership item is governed by whether the partner treated the partnership
item as it was treated on the partnership return. I.R.C. § 6222. Second, notice of the beginning of a partnership level proceeding and the final partnership administrative adjustment which results from the proceeding is sent to the partners whose names and addresses
appear on the partnership return. I.R.C. § 6223(c)(1). Third, if no partnership return
is filed, the period of limitation for maang assessments with respect to partnership items
remains open indefinitely. I.R.C. § 6229(c)(3). Fourth, if a partnership return contains
an intentionally false or fraudulent item, or a substantial omission of income, a six year
statute of limitations applies instead of the normal three year statute. I.R.C. § 6229(c)(1),(2).
Finally, a partner who is not identified on the partnership return and who fails to indiceate that his treatment of a partnership item is inconsistent with the treatment of that
item on the partnership return, may be assessed a tax deficiency up to one year "after
the date on which the name, address, and taxpayer identification number are furnished
to the [IRS]." I.R.C. § 6229(e)(2)(B). This extension of the statute of limitations applies
even if the IRS did not mail notice of the beginmng of commencement of pirtnership level
proceedings to the tax matters partner (TMP) prior to the expiration of the assessment
period. For an explanation of the functions of the TMP see text accompanying notes 61-68
infra.
19
For example, Treas. Reg. § 1.6031-1 (1978) provides that a partnership is not required to file a partnership return if it does not engage m trade or business within the
United States and does not have any source of income derived from the United States.
Similarly, no return is required if the partnership is of a type which is eligible to elect
not to be subject to the partnership provisions of the Code and this election has been made.
Id.
20
I.R.C. § 6031(a) (West Supp. 1983).
21
I.R.C. § 6231(c)(3) (West Supp. 1983). Generally, exempted partnerships are those
which need not be subject to partnership level proceedings for theefficient enforcement
of the tax laws.
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In addition to the possibility that a partnership may be exempted from partnership level proceedings by regulations issued
by the IRS, the statutes provide an express exception for "small
partnerships." A partnership which qualifies as a small partnership may, however, elect to be covered by the partnership level
proceeding procedures.2
The "small partnership" was defined in terms of the number
of partners ("10 or fewer")24 rather than in terms of the partnership's business activity for two reasons. First, basing the small partnership exception on a partnership's business activity was rejected
as being too vague. Second, such a basis for the exception would
have created the difficulty of defining such terms as "family farm
partnership," "family stores" and "co-ownership of investment
property." 2 Most family partnerships, however, will qualify for
the small partnership exception. 26
If partners specially allocate income and deductions among
themselves, the partnership cannot qualify for the small partnership exception to partnership level proceedings, unless each partner's share of every partnership item is the same as the partner's
2I.R.C. § 6231(a)(1)(B). Two basic requirements must be met to qualify as a small
partnership. First, a small partnership must have "10 or fewer partners each of whom
is a natural person or an estate." I.R.C. § 6231(a)(1)(B)(i)(I). It is not specifically stated
whether a partnership qualifies for the small partnership exception if it never has more
than ten partners at any one time during the taxable year or only if no more than ten
persons have been partners during the taxable year. See td. The requirement that partners be natural persons excludes tiered partnerships from the exception which was intended
primarily for simply structured businesses operating in partnership form.
Second, each partner's share of every partnership item must be the same as his share
of every other partnership item. I.R.C. § 6231(a)(1)(B)(i)(II).
2
3I.R.C. §'6231(a)(1)(B)(ii). If such an election is made it applies to the current year
and all subsequent years, unless the election is "revoked with the consent of the Secretary."
Id.
2I.R.C. § 6231(a)(1)(B)(i)(1).
25
Rev. Proc. 81-11, 1981-1 C.B. 651.
26A husband and wife, or their estates, are treated as one partner for purposes of
the size limitation for small partnerships. I.R.C. § 6231(a)(1)(B)(i). In addition, unless
the regulations provide otherwise, spouses holding a ]oint interest in a partnership will
be treated as one partner for purposes of determining whether a partnership has more
than 100 members and whether the couple-partner has a large enough interest in the partnership to be entitled to notice from the IRS. I.R.C. § 6231(a)(12). See also I.R.C. §
6223(b)(1). See notes 99-107 infra and accompanying text for a discussion of notice partners and the 100 member requirement. For a brief summary of the new partnership rules,
see 2 IRS TAX INFORMATION PUBLICATION no. 541, At 51 (1982).
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share of all other partnership items. z7 On the other hand, a partnership conceivably could qualify for the small partnership exception if the partnership agreement stated that a partner's share

of items was scheduled to change in later years on the occurrence
of a designated event,28 at least if qualification for the small
partnership exception is to be determined on an annual basis. To
ensure that each partner's percentage of all partnership items re-

mains the same for the entire taxable year, it will be necessary
in flip-flop situations to have the partnership agreement provide
that changes in allocations do not take place until the first day
of the partnership year following the occurrence of the triggering
event.
2.

The Incluston of Foreign Partnerships

If a United States person is a partner of and receives income
from a foreign partnership, the foreign partnership must file a partnership return.2 This filing requirement overrides past regulations which had excluded from filing requirements foreign part-

nerships not carrying on any business in the United States and not
deriving any income from sources in the United States. 3 Regula-

tions issued subsequent to the enactment of the unified partnership proceeding provisions could reinstate the exclusion from the
filing requirements for certain foreign partnerships, a 1 but the
27I.R.C. § 6231(a)(1)(B)(i)(II).
28Changes in allocations regarding partnership items are common, for example, in
oil and gas partnerships, after the extraction of a designated amount of minerals.
2See I.R.C. § 6231(a)(1), (c)(1)(D). The foreign partnership must furnish each partner a copy of the information included on the return. I.R.C. § 6031(b) (West Supp. 1983).
Requiring foreign partnerships to file informational returns is necessary to enable the IRS
to cross check the accuracy of reporting by United States partners of partnership transactions occurring inside and outside the United States.
The definition of partner m I.R.C. § 6231(a)(2) (B) includes anyone whose tax liability
is indirectly as well as directly affected by partnership items. Therefore, foreign partnerships having no United States persons as direct partners and no effectively connected income could theoretically be required to file a partnership return if a pass-thru entity which
is a United States "person" is a partner in the partnership. While partnership returns are
generally filed with the service center for the state where the partnership has its principal
office or principal place of business, all foreign partnerships must file their returns in the
District of Columbia. I.R.C. § 6230(j).
3°Treas. Reg. § 1.6031-1(d)(1) (1978).
3iI.R.C. § 6231(c)(3). It is not clear whether regulations issued after the enactment
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clear implication in the legislative history is that foreign partnerships which have United States persons as partners normally will

be required to file partnership returns. 32 To help the IRS identify persons holding interests in foreign partnerships, any United
States person who acquires, disposes of, or changes substantially
an interest in a foreign partnership is required to file a statement
within ninety days of the acquisition or disposition.m
If either the tax matters partner resides, or the books of a partnership are maintained, outside the United States, no credits or
losses are allowed to any partner if the foreign partnership fails
to file a partnership return.3 This disallowance provision should
encourage partners who want to claim tax benefits to persuade
their foreign partnerships to file returns.3 However, regulations
may be issued to prescribe conditions under which credits or losses

will be allowed despite the fact that the foreign partnership did
not file a partnership return. 36 In light of the purpose of the

disallowance, the IRS by regulation could allow deductions attributable to the activities of a foreign partnership if the partner

of TEFRA must restate the exclusion from filing, for entities which may elect not to be
treated as partnerships under § 761(a), in order for these entities to be exempt from partnership
proceedings.
32
A foreign partnership is defined in I.R.C. § 7701(a)(5) (1976) as a partnership
"which is not domestic." A foreign partnership could be composed entirely of persons from
the United States. The policies of economy which justify partnership level proceedings
should apply to subject foreign partnerships to the same proceedings, particularly if the
partnership includes a substantial number of United States persons. Since United States
citizens are required to report their worldwide income, it is irrelevant whether the income of the foreign partnership is from sources outside the United States or not. I.R.C.
§§ 862 (1976) 901-972 (1976 & Supp. V 1981).
-3I.R.C. § 6046A(a), (c) (West Supp. 1983). The penalty for failure to file this statement is $1,000. I.R.C. § 6679(a)(West Supp. 1983). The partner may also be subject to
criminal penalties for failing to report changes in foreign partnership interests. I.R.C. §
7203 (West Supp. 1983). The partner may also be subject to criminal penalties for failing
to report changes in foreign partnership interests. I.R.C. § 7203.
The taxpayer may be able to avoid a penalty if it can be shown the failure was due
to reasonable cause. I.R.C. § 6679(a). The IRS presumably will establish guidelines regarding what constitutes a substantial change in a partnership interest, what information
should be included in the change-in-interest statement, and what qualifies as reasonable
cause for failing to file the required statement. See I.R.C. § 6046A(a), (b).

34I.R.C. § 6231(f).
35

Before investing in a foreign partnership, the investor should find out whether a
foreign partnership is willing to keep a copy of its books and records in the United States.
36
See I.R.C. § 6231(f).
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has made a good faith effort to obtain the cooperation of the foreign

partnership and the partner can provide adequate substantiation
for partnership losses. 37
B.

Who Is A Partnerfor Purposesof PartnershipProceedings?

A partner is defined as "a partner in the partnership,"38 and
"any other person whose income tax liability... is determined
in whole or in part by taking into account directly or indirectly
partnership items of the partnership." 39 Whether a person is a
partner for the taxable year to which the proceeding relates4O is
determined by whether the partner held an interest in the part41
nership during the partnership taxable year in question.
A person is considered a partner even if the person is only an
indirect partner. An indirect partner is one who holds an interest
in the partnership through a pass-thru partner. 42 Types of indirect partners include: a partner in a second-tier partnership, a
shareholder of an S corporation which is a partner in the firsttier partnership, beneficiaries of an estate or trust which is a partner, and the principal of a nominee partner. 43 Until the indirect
partner is identified, the pass-thru partner is considered the partner for purposes of the proceeding. 4

37

Actions constituting good faith may have to be classified by the courts rather than

by IRS
38 guidelines.
I.R.C. § 6231(a)(2)(A).
39
1R.C. § 6231(a)(2)(B).
4°Any person who was a partner at any time during the taxable year to which the
proceeding relates is a partner for purposes of the partnership proceeding, even though
the person
may not still be a partner at the time of the proceedings. I.R.C. § 6231(a) (2) (B).
41
I.R.C. § 6231(d)(1)(A),(B). A partner's interest in the profits of a partnership is
determined on the basis of his interest "as of the close of the partnership taxable year."
I.R.C. § 6231(d)(1)(B). If the partner disposed of his entire interest in the partnership
during the taxable year, his interest in the partnership profits is determined on the basis
of his 42interest "the moment immediately before" the disposition. I.R.C. § 6231(d)(1)(A).
I.R.C. § 6231(a)(9)-(10). '"The term 'pass-thru partner' means a partnership, estate,
trust, electingsmall business corporation, nominee, or other similar person through whom
other persons hold an interest in the partnership.
"I.R.C. § 6231(a)(9).
"I.R.C. § 6231(a)(9)-(10).
44Cf. I.R.C. §§ 6223(c)(3), 6231(a)(9)-(10). For example, a trust which is a partner
would be treated as the ultimate partner if the beneficiary who should report the accumulated trust income cannot be identified at the time of the proceeding.
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What are PartnershipItems for Purposes of

PartnershipProceedings?
1. Definition of "PartnershipItems"
Procedures for unified partnership level proceedings apply only
to the tax treatment of partnership items. 45 A partnership item is

"any item required to be taken into account for the partnership's
taxable year"46 to the extent the regulations provide that the item
is "more appropriately determined at the partnership than at the
partner level." 47 If the proper tax treatment of an item is
discoverable from an examination of partnership records, it is
logical to determine the treatment of the item at the partnership
level. Even when it is necessary to examine both the partnership
records and the records of individual partners, conducting the partnership examination only once is still beneficial to all partners.
The term "partnership item" is broadly defined in the proposed regulations.48 A broad construction of what qualifies as a
partnership item will allow questions to be answered in partnership proceedings regarding, among other things, the amount and
characterization of partnership items, the application of the at45

I.R.C. § 6221. Any item which is not a partnership item is dealt with under standard income tax procedures. Items from partnerships other than the partnership being
examined are not partnership items for the partnership level proceeding. Cf. I.R.C. §
6231(a)(3).
461.R.C. § 6231(a)(3).
47
1d.

48Id. See 48 Fed. Reg. 1759 (1983)(to be codified at 26 C.F.R. pt. 1 (proposed Jan.
14, 1983)).
The proposed regulations identify the following items as partnership items: (1) the
partnership aggregate and each partner's distributive share of all items of income, gain,
loss, deductions, or credits of the partnership; (2) expenditures of the partnership which
are not deductible in computing partnership taxable income, such as foreign taxes or
charitable contributions; (3) any item which could be a preference item for any partner;
(4) exempt income; (5) the amount and type of partnership liabilities (recourse, nonrecourse,
or other arrangements designed to protect partners from personal liability); (6) amounts
resulting from partnership operations which partners will need to know m order to compute investment credits, investment recapture, amounts at risk, or oil and gas depletion
allowances; (7) guaranteed payments; (8) contributions to and distributions from a partnership; (9) the partnership's basis in partnership property and any item which may affect the partnership basis; and (10) optional adjustments to the basis of partnership property. Id. at 1759-60.
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risk rule and other special rules, and the distinction between income and return of investment distributions.
Partnership items are limited to items required to be taken
into account under the provisions of subtitle A. 49 The substantial
understatement penalty and the overvaluation penalty are set forth
in subtitle F. It is necessary to conduct partnership level proceedings with respect to these penalties. As a result, much of the
efficiency of partnership proceedings may be lost when penalties
are imposed, unless a techmcal correction in the statutory definition of partnership is made.
The statute of limitations for partnership items also applies
to items which are affected by partnership items.2 Although
recomputation of affected items is not determined at the partnership level, adjustments calculated during partnership level proceedings may result in adjustments of non-partnership items at
the partner level. For example, if an increase in partnership income forces a partner to include more income on his individual
return, the threshold for the medical expense deduction in I.R.C.
section 213 increases, causing the partner to decrease any medical
expense deduction already taken. 51
2.

Conversion of PartnershipItems to
Non-PartnershipItems

Items initially designated as partnership items may become
non-partnership items. 52 This conversion usually takes place
when an event occurs which would make participation in full
blown partnership proceedings unnecessary or unfair. Partnership
items automatically convert to non-partnership items if one of the
following events occurs: (1) a partner files suit after the IRS fails
to allow a request for an administrative adjustment;5' (2) the IRS
491.R.C. § 6231(a)(3).
*'I.R.C. §§ 6229(a), 6231(a)(5). Affected items may include carryovers and other

non-partnership items, such as the charitable, medical, or casualty deductions, the deductibility of which depends on the amount of the expense in relation to adjusted gross income. See I.R.C. § 702(a)(1976 & West Supp. 1983).
5
'See I.R.C. § 213 (1976 & West Supp. 1983). Another possible affected item is the

at-risk limitation on losses. See I.R.C. § 702(a).
52I.R.C.

§ 6231(b).

5I.R.C. § 6231(b)(1)(B).
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accepts an offer from a partner to settle with respect to partnership items;M or (3) a partner who did not receive timely notice
of the beginning of partnership proceedings elects to be treated

separately.-' In certain limited situations where the IRS has an
option to treat partnership items as non-partnership items, it must
notify the partner of its intention to exercise this option.5

The Secretary of the Treasury has been granted specific
authority to prescribe special rules when, in the interests of more
efficient enforcement of the tax laws or other special enforcement
considerations,5 treating partnership items as non-partnership
items and proceeding separately against a partner may be more
effective. For example, special rules may be followed when the
IRS makes a jeopardy assessment,- conducts a criminal in'4I.R.C. § 6231(b)(1)(C).
asSee I.R.C. § 6231(b)(1)(D). Pursuant to I.R.C. § 6223(e), a partner entitled to
notice who fails to receive timely notice of the beginmng of the partnership proceeding
or of the final partnership adjustments, may choose whether to be included in the partnership proceedings. If the partner receives notice when partnersup proceedings are still
going on, he becomes a party to the proceedings unless he elects within the time period
specified in the regulations to be treated separately. I.R.C. § 6223(e)(B). If the partner
does not receive notice until the court decision is final, or until after the period for filing
a petition has passed, the partner is treated separately. However, the partner may elect
to have the partnership adjustment, partnership decision, or any settlement the IRS has
accepted from another partner prior to the mailing of the notice of the final partnership
administrative adjustment (FPAA) apply to his own case. I.R.C. §§ 6223(e) (2), 6224(c)(2).
56I.R.C. § 6231(b)(1)(A). However, the IRS does not have unlimited power to determine whether a partnership item will be treated as a non-partnership item. The IRS may
treat partnership items as non-partnership items in only two situations. The first situation
occurs when a partner treats an item on his individual return in a manner inconsistent
with its treatment on the partnership return and the inconsistency is flagged. Cf. I.R.C.
§ 6231(b)(1)(A), (b)(2)(A)(i). In this situation, the IRS can treat the item as a non-partnership
item only if notice of the conversion is mailed before the partner files a request for an
administrative adjustment which makes the partner's treatment of the partnership item
consistent with the partnership's treatment of the item. I.R.C. § 6231(b)(2)(A)(ii).
The second situation in which the IRS can treat a partnership item as a non-partnership
item occurs when a partner files a request for an administrative adjustment of a partnership item and the request does not make the partner's treatment of the item consistent
with the partnership's treatment of the item. Cf. I.R.C. § 6231(b)(1)(A), (b)(2)(B). In
both of the above situations, there is a conversion only if notice of the conversion is mailed before the partnership proceedings begin. I.R.C. § 6231(b)(3).
57
See I.R.C. § 6231(c)(1)(E), (2)-(3). For example, treasury regulations could
prescribe that partnership level proceedings may be inapplicable to a partner who has
gone bankrupt.
58See I.R.C. § 6231(c)(1)(A).
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vestigation of a partner, 59 or reconstructs a partner's income for

a taxable year under the net worth method

0

C,

II.

THE RULES WHICH GOVERN PARTNERSHIP LEVEL
ADJUSTMENT PROCEEDINGS

A.

The Tax Matters Partner
1.

The Role of the Tax Matters Partner

TEFRA requires one partner to be designated to act for the
partnership in partnership level proceedings in order to make the
proceedings more manageable6i This partner is called the tax
matters partner (TMP).62 The TMP generally receives notice for
non-notice partners of the commencement of partnership proceedings and of the final partnership administrative adjustment. 3 The TMP also receives notice of interim events in the
partnership proceedings for notice partners.6 The TMP deals
with IRS requests for books and records and arranges conferences
with the examining agent and appeals officer. Unless the TMP's
authority has been expressly limited, he has the power to settle
for non-notice partners.65 The TMP generally has the power to
extend the period during which the IRS may issue a notice of the
final partnership administrative adjustment. 6 If litigation is
necessary, the TMP's choice of forum governs.67 Even if the TMP
59

See I.R.C. § 6231(c)(1)(B).

0

"See I.R.C. § 6231(c)(1)(C).

61

See I.R.C. § 6231(a)(7).

62

d.

6I.R.C. § 6223(e)(1)(B)(i). Although partnership proceedings normally will be conducted in the IRS district in which the partnership's pnncipal place of business is located,
the IRS may change the location to any other reasonable location, including a change
to a place requested by the TMP if the TM demonstrates a good reason for the change.

6 4See I.R.C. § 6223(g)(authonzes the Service to prescribe by regulation the events
for which the partners must be notified by the TMP).
6
'I.R.C. § 6224(c)(3)(A).

66I.R.C. § 6229(b)(1)(B). A person other than the TMP may be given written
authorization by the partnership to enter into an agreement to extend the statute of limitations with respect to partnership items. Id. The statute does not indicate whether the IRS
must be notified if a person other than the TMP is granted the power to extend the period
of limitations for making assessments.
67See I.R.C. § 6226(a).
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does not file for judicial review of a final partnership administrative
adjustment, he may always intervene in a partnership judicial proceeding to ensure that the interests of the partnership are
protected.68
Procedural rules of some lnd need to be developed to explain,
in greater detail, the function of the TMP in partnership proceedings and to answer various timing questions. Some of these
questions include: (1)How soon after the examining agent mails
a summary of the proposed adjustments discussed may the closing conference be scheduled? (2) Is the TMP required to send to
all partners a copy of the examining agent's summary or the
revenue agent's report on the proposed adjustments? (3) Is the TMP
required to notify partners of settlement terms acceptable to the
Service or the filing of a protest by a partner?
2.

The Selection of the TMP

While much of the TMP's authority is statutory and cannot
be denied by agreements among the partners, the partners may
designate which general partner of the partnership will be the
TMP6 for any partnership taxable year. 70 Partners will probably
68I.R.C. § 6226(b)(5).
6*I.R.C. § 6231(a)(7)(A). The IRS will describe in regulations how a partner may
be designated. Cf. id. The regulations will likely discuss several matters, including: (1)
whether the initial designation of the TMP must be indicated on the partnership return
or in an agreement filed with the IRS; (2) if the designation is by agreement, whether
the agreement must be signed only by the general partners or by all the notice partners;
(3) whether a general partner may nominate himself as the TMP by filing a statement
with the IRS and the other partners in the partnership, provided no other general partner
files a similar statement within a specified period; (4) whether the TMP may certify selection of his successor; (5) whether, to avoid involuntary designations being made, the proposed TMP should be required to sign a statement indicating his willingness to serve as
TMP; (6) how to revoke a TMP designation for any year; and (7) what period of time
the partnership has to appoint a successor upon the incapacity or death of a TMP before
the profits rule statutorily designates the replacement TMP. See I.R.C. § 6231(a) (7) (B).
With regard to how the TMP may be designated, a generic designation, such as "the managing general partner at any given time," buried in the partnership agreement, probably
will not be acceptable, since the IRS needs to be able to identify easily the specific individual who has the authority to speak for the partnership.
7
°Tbe TMP must have been a partner during the taxable year in question. Cf. I.R.C.
§ 6231(a)(l)-(2), (a)(7). Therefore, if a partner wants an attorney or accountant to be
the TMP, the person must be made a general partner and designated as the TMP in the
manner required by the IRS. Some partnerships may consider designating a corporate
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want to designate the general partner which they feel will best
protect their interests rather than allowing the TMP to be selected
pursuant to the arbitrary rules set forth in the statute.7'1 The
partnership agreement should describe how the TMP is to be
selected.
A TMP will be statutorily designated when a partnership fails
to select a TMP.72 If the partnership fails to designate a TMP,
the general partner with the largest profits interests in the partnership at the close of the year under examination will be the
TMP. 7' If several general partners have the same profits interest,
the TMP is the general partner whose name would appear first
in an alphabetical listing. 4 If the profits test for determining the
TMP is impracticable, as might be the case when the general partners are located in a foreign country, the IRS may appoint any
partner to be the TMP, including a limited partner.75
B.

Mandatory PartnershipLevel Proceedings Versus
Optional Partnershzp Level Proceedings
1. Mandatory PartnershipLevel Proceedings

If a partner reports partnership items in a manner which is
consistent with the way the partnership reported them, the IRS
must conduct a partnership level proceeding in order to challenge
the partner's treatment of partnership items.76 This restriction on
general partner as the TMP in order to limit the liability of the TMP to the limited partners for
failure to provide notice and perform other duties.
71
See I.R.C. § 6231(a)(7)(B).
72
- id.
73
Id. The statute does not state how varying interests in different types of income
are weighed in computing a partner's profits interest in the partnership at the close of

year.
the taxable
74

d.
75ld. The IRS would treat a limited partner as the TMP only in extreme circumstances. If a limited partner were designated the TMP, it is possible that serving as
TMP would subject the limited partner to general liability. While this is ultimately a state
law question, such a finding is unlikely because the limited partner represents the partnership solely for purposes of partnership level tax proceedings, and these proceedings do
not involve the limited partner in the day-to-day management of the partnership for business
purposes.
70
See I.R.C. §§ 6221, 6222(a). A partner may presumably waive this protection and
accept adjustments or offsets in a separate proceeding, because I.R.C. § 6224(b) allows
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IRS action protects partners who report items in the same man-

ner as the partnership from separate examination and separate
admimstrative adjustments for partnership items.77 To enable

partners to treat partnership items in the same way as the partnership, the partnership must furnish partners whatever return
information the regulations identify as necessary. 78

2.

Optional PartnershipLevel Proceedings

If a partner reports partnership items in a manner which is

inconsistent with the way they were reported by the partnership,
the IRS may challenge the partner's treatment of the partnership

items in one of two ways: (1)the IRS may deal separately with
the partner with respect to all partnership items; 79 or (2) the IRS

may institute partnership proceedings in which the dissenting partner is included. 80 The IRS will choose the option which is the
most efficient in an individual case. Separate examination of a

dissenting partner's return is the most efficient option when the
Service determines that the tax treatment of the partnership items

on the partnership return is correct. In such a case, no adjustments
of the returns of those partners who treated the partnership items
in a manner consistent with the treatment of the items on the partnership return are necessary. Also, if substantially all of the in-

consistently reported item has been allocated to the partner who
is reporting the item inconsistently, then it may be more efficient

to examine that partner separately. On the other hand, if many
any restriction on action by the Treasury Secretary, under I.R.C., ch. 63, subch. C, to
be waived in writing by an individual partner. Partnership proceedings generally will be
conducted in the district where the partnership has its principal place of business. I.R.C.
§§ 6226(a), 6228(a).
'If a partner amends his return to conform to the partnership return before the IRS
mails notice to the partner that it intends to treat the partner's inconsistently treated partnership items as non-partnership items, the partner is not subject to a separate examination. I.R.C. § 6231(b) (2)(A) (ii). Thus, the status of a partner at a given time is determinmed by reference to the partner's current treatment of partnership items on his return.
7
8I..C. § 6031(b).
79
See I.R.C. §§ 6221, 6222(b), 6231(b)(1)(A), (b)(2). The IRS may not selectively
convert to non-partnership items only those partnership items which were inconsistently
reported. I.R.C. § 6221. Instead, the IRS must choose to examine all of a partner's partnership items separately or as part of a partnership proceeding. Id.
8°See I.R.C. § 6221.
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partners report partnership items in some inconsistent manner,

it may be easier simply to initiate partnership proceedings and
resolve all disputes at one time.

If the IRS chooses to conduct a separate examination of the
dissenting partner's return, the IRS must mail notice to that part-

ner of its intention to treat his partnership items as non-partnership
items.8 ' Once partnership items are removed from the scope of
partnership proceedings, the IRS is not limited to adjustments conforming the partner's treatment of partnership items to the treatment of these items on the partnership return, 82 but may make
whatever adjustments are necessary to correct the partner's treat-

ment of any item in his return for the taxable year under
examination.83
C.

The Effect of Reporting PartnershipItems Inconsistently

1. Intentional Inconsistent Treatment of
PartnershipItems
Partners have never been required to report partnership items
in the same manner that they are reported by the partnership.
This right was preserved in TEFRA84 in order to allow a partner
to report correctly items which he believes the partnership has

reported incorrectly and to enable the partner to avoid thereby
any penalties to which he would otherwise have been subject. By
81

See I.R.C. § 6231(b)(1)(A). This notification must be mailed before the notice of
of partnership proceedings is mailed. I.R.C. § 6231(b)(3).
the beginning
82
For example, after partnership items are converted to non-partnership items, the
IRS could issue a deficiency which would reduce a deduction to an amount less than that
reported by either the partner or the partnership.
8I.R.C. § 6230(h).
84I.R.C. § 6222(b). In a bill introduced by the Treasury Department as section 245
of the Revenue Act of 1978, but which was not passed, partners would have been required
to treat partnership items in a manner consistent with their treatment on the partnership
return. In deference to the argument that a partner as a taxpayer should not be required
to report items in a manner the partner feels is incorrect, the Treasury Department agreed
to recommend that a partner be allowed to characterize partnerslup items on his individual
return in a different way than the item was characterized on the partnership return. This
right to report items differently is conditioned on the partner's clearly identifying which
items are treated in a different way from the treatment of the item on the partnership
return. See I.R.C. § 6222(b).
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clearly identifying the items inconsistently reported, the right
to seek judicial review in Tax Court prior to payment of any ad-

ditional taxes is preserved."6
If a partner fails to flag every partnership item which has been
treated inconsistently, the IRS may, without giving notice, im-

mediately assess and collect any additional taxes which would be
due if the inconsistently reported, unflagged partnership items had

been treated on the partner's return consistently with the treatment of these items on the partnership return. 87 Failure to identify an inconsistency eliminates the right to go to Tax Court prior
to paying additional tax liability. s8 If a pass-thru partner fails to
flag an inconsistency, both the pass-thru partner and all indirect
85What constitutes

adequate identification of an inconsistency is not spelled out in
the statute. Until the IRS provides more information, a partner who wants to flag an mconsistency would be well advised to label it as a section 6222(b) inconsistency and attach
a separate statement identifying the difference in treatment and explaining why the partner believes the treatment of the partnership item on the partner's return ismore appropriate
than the treatment of the item on the partnership return. If a partner cannot comply with
the flagging requirement because the partnership failed to provide a K-1 schedule, the
statement filed should explain the partner's lack of information regarding how the partnership treated the item.
Merely flagging the inconsistency or pointing out that a difference exists will probably not qualify as an adequate identification. See I.R.C. § 6221(b)(1)(B). Both the
disclosure exception to the substantial understatement penalty and the flagging requirement for inconsistently reported partnership items were designed to alert the IRS to deviations from the norm which might warrant closer scrutiny. What constitutes adequate
disclosure for purposes of the substantial understatement penalty may throw some light
on what might be required for adequate notification of an inconsistency. Revenue Procedure 83-21 provides that filling out the appropriate schedule and captiomng the treatment accorded an item as an I.R.C. § 6661 disclosure is enough, in some cases, to satisfy
the disclosure exception to the substantial understatement penalty. In other cases, a detailed
statement of the taxpayer's reasons for treatment of the item is necessary in order to satisfy
the disclosure exception to the penalty for non-tax shelter items. Rev. Proc. 83-21, 1983-13
C.B. 73 (March 28, 1983).
86
For a discussion of the procedures followed to assess parties a deficiency through
partnership
level proceedings, see notes 197-246 nfra and accompanying text.
87
See I.R.C. § 6222(c). I.R.C. § 6225 states that except as provided in the partnership proceeding provisions no assessment of a deficiency attributable to partnership items
may be made. But, I.R.C. § 6222(c) states that the procedures in I.R.C. § 6225 do not
apply to computational adjustments necessary to make the treatment of inconsistently
reported and unflagged items consistent with the treatment of the items on the partnership return. Since I.R.C. § 6230(a) states that normal deficiency procedures do not apply
to the assessment of computational adjustments, the assessment may be immediately made;
nothing restricts assessment in this situation.
88I.R.C. § 6222(c).
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partners filing consistently with the pass-thru partner are subject
to conforming adjustments."9 A kind of de facto penalty may
arise from a failure to flag an inconsistency. This penalty arises
when the partner not flagging is also not properly identified on
the partnership return. In such a case, the IRS has an additional
year after the partner is properly identified to assess the partner,
regardless of whether the IRS mailed a timely notice of the beginning of partnership proceedings to the TMP.1
2.

Other Types of Inconsistent Treatment

Partners are deemed to be treating partnership items inconsistently in any case where no partnership return is filed.91 In
order to preserve the right to judicial review prior to payment of
adjustments, partners must file a statement at the service center
where the partnership return should have been filed, indicating
that no partnership return was filed. 92 It is unlikely, however,
when no partnership return is filed that the partners will know
to notify the IRS of the partnership's failure to file a partnership
return. Even if the partners know that a partnership return should
have been filed, they may not want to alert the IRS of the partnership's failure to comply. As a consequence, any additional taxes
which result from the adjustment of the partner's return to reflect
89

I.R.C. § 6224(c)(1)(the indirect party is not bound to the conforming adjustments
unless he is identified as provided in I.R.C. § 6223(c)(3)). Whether the IRS will require
indirect partners filing consistently with a pass-thru partner to flag an inconsistency which
the pass-thrn partner has already flagged on its return is one of the issues which is impossible to predict. Possibly, if the pass-thru partner has furnished the appropriate schedules,
an indirect partner will only have to satisfy the consistency requirement with respect to
the return of the pass-thru partner. If the pass-thru partner has not furnished these schedules,
then the consistency requirement might be interpreted to require the indirect partner to
report consistently with the underlying partnership which has furnished these schedules.
On the other hand, if the IRS is required to deal directly with the indirect partner, filing
consistently with the pass-thrn partner who has flagged the inconsistencies may not be
enough. I.R.C. § 6223(c)(3). The consistency requirement would be applied to the in-

direct partner by reference to the return of the partnership under examination. If this
occurs and the indirect partner does not flag on his return that he is filing inconsistently
with the first-tier partnership, the indirect partner may be subject to a conforming
adjustment.
9°See I.R.C. § 6229(e)(2)(B).
91

92 1.R.C.

§ 6222(b)(1)(A)(ii).

I.R.C. § 6222(b)(1)(B).
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the treatment of the partnership items on the partnership return
prepared by the IRS will frequently be assessed immediately. 93
Another type of inconsistent treatment occurs when a partner reports an item in a manner which is consistent with the treatment afforded that item on the schedule provided the partner by
the partnership, but the treatment on the schedule is inconsistent
with the treatment of the item on the partnership return. 94 In
such a case, the partner may elect to be treated as if he had filed
inconsistently and had flagged the inconsistency 95 If a partner
believes the item was reported correctly by the partnership, the
partner should not make the election. Instead, the partner should
allow the IRS to make a conforming adjustment. If a partner
believes that the item was correctly reported on the schedule and
the partner's return, the partner should make the election. Allowing partners who inadvertently file inconsistently to elect to be
treated as if they had flagged inconsistencies preserves their right
to protest adjustments judicially before payment. 96 If a partner
cannot comply with the flagging requirement because the partnership failed to provide a schedule, the partner must file a statement explaining the partner's lack of information regarding part97
nership treatment of the item.
3.

Penalty for Negligently Failing to Flag
an Inconsistency

A partner who fails to clearly identify a known inconsistency
may be subject to a penalty for intentional or negligent disregard
of rules and regulations. 9 This penalty may also be appropriate
if a partner did not notify the IRS that the partnership failed to
file a partnership return, provided the partner knew or should have
known a partnership return should have been filed. On the other
hand, it seems unfair to impute the negligence of a pass-thru partner in failing to flag an inconsistency to indirect partners unless
93

Cf. I.R.C. § 62 2 2(c)(2). A partner has no right to abatement when this mathematical
adjustment
is made.
94
See I.R.C. § 6222(b)(2)(A).
95
1.R.C. § 6222(b)(2)(B).
9
I.R.C.
97

§ 6222(b)(1), (2).
Cf. I.R.C. § 6222(b)(1)(B).

98

I.R.C. §§ 6222(d), 6653(a)(West Supp. 1983).
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they knew that the pass-thru partner had filed inconsistently and
failed to flag the inconsistency.

D.

Notice Requtrements
1. Notice Partners

The IRS is required to give notice to each notice partner of
the beginning of a partnership administrative proceeding, as well

as notice of the final partnership administrative adjustment
resulting from the proceeding.9 A notice partner is simply a
partner who is entitled to notice. 1 0 Included as notice partners
are the TMP,' 0 ' partners in partnerships with more than 100
members who have at least one percent profits interest,102 and all
WI.R.C. § 6223(a). Although the IRS is only required to provide taxpayers notice of final
administrative determinations with respect to non-partnership items, the fact that partners may not be aware that an examination or refund proceeding with respect to partnership items is in progress makes it necessary to require the IRS to mail notice of the beginrng of the proceedings to partners. The statute does not explain what qualifies as the
beginning of partnership proceedings, but presumably partnership proceedings begin when
the notice of audit is mailed to the TMP, rather than when partnership books are examined. Requiring the IRS to send notice of all interim events to all partners would result in
the type of time consuming, redundant paperwork which the partnership proceedings act
was designed to reduce. As a result, notice to the TMP who represents the partnership
of interim events was deemed sufficient notification.
iO°I.R.C. § 6231(a)(8). Stated more fully, a partner is deemed to be a notice partner
if on the date the required notice is sent, the partner would have been entitled to notice
from the IRS of the beginning of a partnership proceeding. I.R.C. §§ 6231(a)(8), 6223(a).
101While the TMP is not specifically described as a notice partner in the statutes, he
clearly is a notice partner. See I.R.C. § 6223(a), (e)(1)(B), (g). If the TMP has not been
identified, the IRS would presumably satisfy the notice requirement by mailing notice
of the commencement of partnership proceedings to the partnership or to the general partner
having the largest profits interest. See I.R.C. § 6231 (a)(7) (B). See also text accompanying
notes 72-75 supra.
10
2See I.R.C. § 6223(b)(1). The reason for limiting notice requirement inposed upon
the Service to 100 partners was to preserve resources which would have been expended
sending notice to thousands of direct and indirect partners in multi-tiered partnerships.
Notifying all partners with at least a one percent profits interest insures adequate representation of all who have a significant stake in the outcome. The IRS will probably provide
giudelines for determimng a partner's profits interest. These guidelines should include a
determination of whether capital gains, guaranteed payments, a contingent interest and/or

cash flow should be considered to determine each partner's profits interest. The regula-

tions should also explain how different percentages for different types of income should

be weighed in order to come up with a single profits interest percentage.
For notice purposes, the interest of a partner in a partnership is determined at the
close of the partnership taxable year, unless the partner disposed of the entire partnership
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partners in partnerships of less than 100 partners.'103 However, no

partner is entitled to receive notice unless, at least thirty days before
notice is mailed to the TMP, the IRS has received the name and
address of the partner and enough information, in the case of partnerships with 100 or more partners, to decide whether the partner is entitled to notice. 0 4 The thirty-day requirement protects
the IRS from having to send make-up notifications to belatedly
identified partners. 10 For notice purposes, the IRS uses the

names, addresses and profits interests of partners shown on the
partnership return, 05 unless the TMP or some other person
authorized by regulations furnishes more up-to-date information
in the manner prescribed by regulations.'07

2. Notice Group
The IRS is not required to send notice of the beginning of a
partnership level proceeding to partners who have less than a one
percent interest in the profits of a partnership having more than

interest earlier. I.R.C. § 6231(d)(1). Therefore, all persons who have held interests in a
partnership during a taxable year will presumably be counted in determimng whether
the partnership has more than 100 partners.
According to I.R.C. § 6231(a)(12), married couples holding a joint interest m a partnership are counted as one partner for purposes of determimng if a partnership has more
than 100 partners. The couple-partner is entitled to only a single notice, if their aggregate
profits03interest equals at least one percent.
1 1.R.C. § 6223(a). Cf. I.R.C. § 6223(b).
' 0 4I.R.C. § 6223(a).
' 05AIthough a partner who is identified as a notice partner after notice of the final
partnership admimstrative adjustment (FPAA) is mailed is not entitled post hoe to receive
any notices which the IRS has already delivered to other partners, the partner does have
all the rights of a notice partner. As such, he may file a petition for review of the FPAA
notice. I.R.C. § 6226(b)(1).
'10 I.R.C. § 6223(c)(i).
' 07 1.R.C. § 6223(c)(2). Upon notice of the commencement of partnership proceedings, the TMP is required to furnish the Service the name, address, profits interest
and taxpayer identification number of each person who was a member of the partnership
in the taxable year under examination. I.R.C. § 6230(c). Presumably any updating statement will be filed at the IRS center where the partnership return is filed. The latest statement filed by the TMP should prevail over earlier identifications of partnership interests
on the partnership return for purposes of determimng which partners are entitled to notice
in a partnership with more than 100 partners.
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100 partners.'0 8 The TMP is responsible for notifying these partners of both the commencement of the proceedings and the final
partnership administrative adjustment. 1°9 Partners who are not
entitled to notice from the IRS may, however, band together to
' 0 if they fear
form a "notice group""
the TMP will not adequately
protect their interests."' This group must have at least a five percent aggregate interest in the profits of the partnership in order
to be entitled to notice.1 2 The notice group must designate a
3
representative who will receive notice on behalf of the group."
The IRS will probably require notice groups to file a statement
identifying the group representative and the name, address, taxpayer identification number and percentage of interest of each
group member in the profits of the partnership.
3.

Notice to Identified Indirect Partners

The IRS is required to send notice directly to indirect partners, in lieu of the pass-thru partner, provided, at least thirty days
before the notice is mailed to the TMP, the IRS receives the name,
address and profits interest of the indirect partner and the name
of the pass-thru partner through whom the indirect partner takes
his or her interest." 4 When the total number of direct and in108I.R.C. § 6223(b) (1). It is nportant to note that a partner is only entitled to notice
if he is properly and timely identified, regardless of the size of his profits interest. It is,
therefore, important that partners and their respective partnership interests are adequately
identified on the partnership return. I.R.C. § 6223(c)(1), (2).
'09I.R.C. § 6223(g).
" 0 I.R.C. § 6223(b)(2).
"'lFor example, partners may want to form a notice group if they determine that
a particular treatment of a partnership item would affect them adversely, but would not
affect the
TMP or the partnership adversely,
"12I.R.C. § 6223(b)(2).
3Id. The formation of a notice group removes the TMFs power to bind non-notice
members of the group, but does not invest the group representative with this power. I.R.C.
§ 6224(c)(3) (A). A notice group qualifies as a five percent group with the right to file for
judicial review of the administrative determination only if those in the group having an
interest in the litigation hold an aggregate of at least a five percent profits interest in the
partnership. I.R.C. §§ 6226(b)(1), (d); 6231(a)(11).
l 41.R.C. § 6223(a), (c)(3). During drafting of the partnership proceeding legislation, it was suggested that multi-tiered partnerships should be collapsed into a single partnership for notice purposes and that the IRS should be responsible for notifying all of the
ultimate partners in all of the tiers. Congress adopted the proposal that indirect partners
are partners for purposes of the partnership proceeding and should receive notice. However,
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direct partners exceeds 100, information sufficient to determine
whether the indirect partner has a large enough profits interest
to be entitled to notice must also be provided." 5 In this case, the
indirect partner presumably would also have to hold at least a
one percent profits interest in the partnership under examination
in order to be entitled to notice." 6
To protect the notice interests of indirect partners, the partnership agreement should include a requirement that pass-thru
partners identify beneficial owners possessing an indirect interest
in the partnership. If indirect partners are not entitled to notice
from the IRS, the pass-thru partner is statutorily required, within
thirty days of receiving notice of partnership proceedings, to forward a copy of any notice regarding partnership proceedings which
the pass-thru partner received from the Service, the TMP or
another pass-thru partner, to persons who possessed an interest
in the partnership through the pass-thru partner in the year to
7
which the notice relates."
4.

Results of the IRS' Failure
to Notify a Notice Partner

A partnership proceeding is valid with respect to those partners who receive timely notice, even though the Service fails to
provide timely notice to all partners entitled to notice.1n s While
the Service may correct its mistake by providing late notice, the

this idea was modified in two ways. First, the IRS must receive the information identifying the indirect partner early enough to provide timely notice; and second, the maximum
number of direct and indirect partners the IRS is required to notify is 100. See I.R.C.
§ 6223(a),(b),(c) (3).
"15 I.R.C. § 6223(b)(1), (c)(1).
116If an indirect partner ina partnership with over 100 direct and indirect partners
has less than a one percent interest inthe first tier partnership, but the pass-thru partner
has at least a one percent profits interest, the IRS probably needs only to notify the passthru partner, even ifthe indirect partner is identified. If the pass-thru partner also has
less than a one percent profits interest, the IRS can provide adequate notice for both the
pass-thru partner and the indirect partner by providing notice to the TMP of the first-tier
partnership. See I.R.C. § 6223(g).
"7I.R.C. § 6223(h)(1). When the pass-thru entity is a partnership, its TMP has the
responsibility of forwarding notice to indirect partners. I.R.C. § 6223(h)(2).
118See I.R.C. § 6223(e)(2)-(3).
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overlooked partner may elect to have all partnership items treated
as either partnership or non-partnership items." 9
The regulations will describe how this election is made, including when the election must be made and where it should be
filed.' 20 The statute, however, clearly defines what the partner
may elect. If late notice is mailed while partnership proceedings
are still going on, the partner who failed to receive timely notice
becomes a party to the proceedings and is bound by the proceedings, unless the partner affirmatively elects to have partnership items treated as non-partnership items or elects to make a
consistent settlement offer. 12 If late notice is mailed after partnership proceedings are complete, the IRS has one year in which
to assess the partner.'22 Because the overlooked partner may elect
to accept the partnership adjustment, court decision, or any settlement reached with a partner prior to the expiration of the period
for filing for judicial review, 123 the partner can protect himself
from the risk of receiving less favorable treatment than he would
have received had he participated in the partnership proceedings.
The Duty of the TMP to Provide Notice

5.

The TMP is responsible for keeping partners informed of administrative and judicial partnership proceedings, to the extent
and in the manner provided by regulations.'2 The TMP is
responsible for notifying non-notice partners of the commencement of partnership administrative proceedings and the issuance
of the notice of the final partnership administrative adjust"19 d. When a partner elects whether to participate in partnership proceedings, he
must choose the same treatment for all partnership items, just as the IRS is not allowed
to selectively treat some partnership items as non-partnership items and others as partnership items when a partner files inconsistently and flags the inconsistency. The failure
of the Service to give the required notice in a timely fashion allows the overlooked partner to choose whether to be treated as if he had been part of the proceedings from the

beginning or to be treated as if the case had just begun. The idea that the Service should
be forced to accept the way a partner reported an item just because the Service had failed

to give timely notice was rejected.
12°I.R.C.
2
'I.R.C.
122I.R.C.
123I.R.C.
'4I.R.C.

§
§
§
§
§

6230(i).
6223(e)(3).
6229(f).
6223(e)(2).
6223(g).
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ment. 12 The TMP may also be made responsible for forwarding
to notice partners notice of such important interim developments
as conferences with the examining agent, the filing of a protest
over proposed adjustments, the acceptance by the appeals division of a settlement offer, the filing of a judicial petition, and the
entry of the final judicial determination. 12
The failure of either the TMP,'2 a pass-thru partner, 12 or a
representative of a notice group1 2 to provide the notices required
by the regulations does not allow the uninformed partner to escape
the result of the partnership proceedings. 110 However, a partner
damaged by the oversight probably will be able to sue in state
court on either a breach of contract or a breach of fiduciary duty
theory.131
Although the IRS is not required by statute to furnish any
notices other than notice of the commencement of partnership proceedings or the notice of the final partnership admimstrative
adjustment,132 the Service may, as a matter of administrative
practice, voluntarily provide other notices when doing so would
be an efficient use of Service resources. For example, to encourage
a waiver of restrictions on assessment, the IRS might send partners the examining agent's notice of proposed adjustments, with
a Form 870 attached. 13 Likewise, to encourage settlement, the
Service might send copies of the terms of a settlement accepted
by the appeals division, with a Form 870AD attached.'3

1

25ee id.
"ssIfthe regulations only require the TMP to furnish notice of major conferences,

partners who so desire will have to impose additional notice responsibilities on the TMP
through a description of the TMP's duties in the partnership agreement. For example,
such an agreement might reqmre the TMP to furnish non-notice partners with notice of
preliminary discussions.
1

2I.R.C. § 6223(g).

1

28I.R.C. § 6223(h).

1

29See I.R.C. § 6223(b)(2).
130I.R.C. § 6230(f).
131proposals which would have provided for a penalty provision or a private right
of action under the Code for a damaged partner were raised during the drafting of the
new legislation but were rejected.

132I.R.C. § 6223(a).

133Cf. 26 C.F.R. § 601.105(b)(4) (1983).
134Md.
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E. Participationin PartnershipLevel Proceedings
Any partner has the right to participate in partnership administrative proceedings.as Allowing all partners to participate
enables each partner to protect himself from other partners who
may have different interests.1a Of course, if a partner settles or
the partner's partnership items are converted to non-partnership
items the partner is no longer entitled to participate in partnership administrative proceedings. 137 However, merely signing a
waiver of restrictions on the assessment and paying the proposed
adjustment, in order to stop the running of interest on the adjustment, does not remove a partner from the administrative proceedings. 1 In such a case, the partner may still participate in
the proceedings because he remains subject to the outcome of the
proceedings.
Partners probably will have the same rights taxpayers normally
have in administrative proceedings, to the extent the proceedings
may still be conducted efficiently. For example, while all partners are allowed to attend examination or appeals conferences between the TMP and the Service, the TMP may be required to notify
the Service of tl~e number planmng to attend. If the number is
greater than the Service can accommodate, the TMP might be required to provide a meeting room. Similarly, although the TMP
may be able to change the time and place of conferences for good
cause, it is unlikely conferences will be rescheduled for the convenience of individual partners.

1as1.R.C. § 6224(a). Any person who was a partner during the year under examination, is also a party in any partnership judicial proceeding, provided the partner has not
settled or taken any other action which would cause the partner's partnership items to
be converted to non-partnership items. I.R.C. § 6226(c)-(d).

13While a number of partners in large tax shelter partnerships conceivably could
submit briefs and attend conferences, with or without lawyers, the economics of participation will probably cause most partners to rely on the TMP to represent their interests.
1 37
I.R.C. § 6226(d).
1a8Cf. I.R.C. §§ 6224(b)(1)(B), 6226(d)(1). A partner who signs a waiver and pays
the proposed adjustment continues to have an interest in the proceedings. Thus, he remains a party to the proceedings. See I.R.C. § 6226(d).

KENTUCKY LAW JoURNAL

[Vol. 72,

F. The Effect of Settlement Agreements on Partners
1. The Power of the TMP to Bind Non-Notice Partners
The IRS may enter into a settlement agreement as to some
or all partnership items with any partner at any tine, provided
the limitations period has not run. 39 Allowing partners rather
than the partnership to determine settlement strategy permits partners, as individual taxpayers, to leave the dispute when it becomes
unreasonable to continue. Although a settlement normally is bindmg only on the parties to the agreement, the TMP may settle on
behalf of any partner who is not a member of a notice group, provided the TMP expressly states that the settlement agreement is
to apply to non-notice partners. 140 This provision protects nonnotice partners from missing a settlement opportunity because they
were not notified of settlement terms acceptable to the IRS. Any
non-notice partner who does not want the TMP to be able to settie for him may deny the TMP this authority by filing a statement
141
with the IRS within the prescribed time period.
If non-notice partners join together to form a notice group,
the TMP can no longer bind members of the group.'" The group
representative of a notice group does not have the power to bind
any member of the group to a settlement unless granted a power
of attorney by the members of the group.
2.

The Power of the Pass-thru Partnerto Bind
Inadequately Identified Partners

An indirect partner is bound by any settlement entered into
by the pass-thru partner'" in any case where the IRS is not reoquired to deal directly with the indirect partner. 1 The IRS is re1391.R.C. § 6224(c)(1). This is the general rule for non-partnership as well as partnership items.
14°I.R.C. § 6224(c)(3)(A).
14 1I.R.C. § 6224(c)(3)(B). Regulations presumably will clarify whether a statement
limiting the TMP's authority to settle must be filed before the TMP enters into a settlement which binds non-notice partners, or simply within a designated period after the TMP
makes 42a settlement offer.
1 I.R.C. § 6224(c)(3).

143.R.C. § 6224(c)(1).
144Id. See I.R.C. § 6223(c)(3).
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quired to deal directly with indirect partners only if they are properly identified.145 For partnerships with more than 100 direct
and indirect partners, the IRS is required to deal directly with
an indirect partner only if the indirect partner holds at least a one
46
percent profits interest in the partnership under examination.
If an indirect partner holds less than a one percent profits interest
in the partnership in which the pass-thru partner is a partner and
the partnership has more than 100 partners, the TMP may bind
the indirect partner, regardless of whether the indirect partner
is identified, provided the indirect partner has not expressly demed
the TMP this power. 147
3.

Binding Effect of Settlement
Absent Misrepresentation

All partnership items of a settling partner become nonpartnership items when settlement occurs.'4 As a result, a subsequent judicial determination at the partnership level does not affect the way the items were treated at the partner level. Settlement agreements relating to partnership items are binding on all
parties to the agreement in the absence of a showing of fraud,
malfeasance, or misrepresentation of fact, 49 unless the agreement expressly provides that it is not binding.- ° With respect to
non-partnership items, courts generally have held that only formal closing agreements under section 7121 are binding.' 5 ' In
light of the self-contained nature of the partnership level proceeding provision and the language of section 6224(c)(1), courts
may, however, be willing to accord binding effect to informal settlements in partnership proceedings.152
45

§ 6223(a), (c)(3).
' 1.R.C. § 6223(b)(1).
7
14
.R.C. § 6224(c)(3).
48
I
1.R.c.
§ 6231(b)(1)(C).
49
1 1.R.C. § 6224(c). A settlement is binding only for the taxable year m question.
1 1.R.C.
46

See I.R.C. § 6224(c)(1). The issues may be reopened for other years.
lseI.R.C. § 6224(c)(1).
' 5 lSampson v. C.I.R., 444 F.2d 530 (6th Cir. 1971); Ligmos v. United States, 439

F.2d 1365 (2d Cir.1971). See I.R.C. § 7121 (1976).
152
An informal settlement may be established by signng Form 870AD. See 26 C.F.R.
§ 601.105(b)(4) (1983).
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The Requirement that the IRS Accept
Consistent Settlement Offers

Until the expiration of the period for seeking initial judicial
review of the final partnership administrative adjustment
(FPAA),'o the IRS must accept offers to settle which are consistent with settlements accepted by the IRS before the notice of the
FPAA was mailed to the TMP 15 Settlement terms are considered
consistent if the same determinations have been made with respect
to the same partnership items.'

5.

Notice of Accepted Settlement Offers

The legislation does not require the Service to notify partners
of the terms of a settlement or even that a settlement offer has
1
5The penod'in which the TMP may file a petition for judicial review after notice
of the FPAA is 90 days. I.R.C. § 6226(a). If the TMP does not file a readjustment petition, a notice partner or a notice group may file a petition for a readjustment of the partnership items within 60 days after the close of the first 90 days, or within 150 days after
the notice of the FPAA is mailed. I.R.C. § 6226(b)(1).
I54I.R.C. § 622,(c)(2). The IRS is required to accept the consistent settlement offer
only if made before the expiration of 150 days after notice of the FPAA is mailed to the
TMP Id. Allowing partners to make settlement offers during this period enables them
to avoid the imposition of less favorable adjustments in the FPAA. Thus, they may avoid
being penalized for having failed to settle prior to the mailing of the notice of the FPAA.
However, if partnership items become non-partnerslup items with respect to a partner,
the IRS is not required to accept settlement offers from that partner, even though the offer may be consistent with a settlement already acepted by the IRS from another partner
who was treating the items as partnership items. Id. Similarly, if the IRS accepts a settlement offer from a partner who is treating partnership items as non-partnership items,
it is not required to accept a consistent offer from a partner who is treating the items as
partnership items. Id.
The Service is not required to accept offers which are consistent with pre-FPAA settlements after the period for filing suit for judicial review of the FPAA has expired. See
td. If pre-FPAA settlements continued to be available after litigation has begun, partners
might be encouraged to litigate, knowing they could fall back to an earlier settlement
offer if it appeared they would lose the litigation.
1
"'Trade-offsbetween partnership and non-partnership items are not likely to be subject to the consistency requirement, because these concessions are adjustments at the partner
level rather than determinations of partnership items for settlement purposes. To avoid
the problem of having to separate trade-offs and settlement determinations with respect
to partnership items, the Service may simply refuse to make trade-offs between partnership and non-partnership items. While a determination of the amount of a partnership
loss for settlement purposes with one partner would have to be accorded another partner,
each partner's share of the amount compromised would depend on the partner's interest
in the partnership.
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been accepted. The Service may voluntarily notify the TMP of
settlement terms accepted.'- Even if this practice is not adopted,
partners may insure that they will be informed that a settlement
offer has been accepted by inserting a provision in the partnership agreement which requires any partner settling to notify the
TMP regarding the terms of the settlement offer accepted by the
Service. The agreement should also require the TMP to notify all
partners of the terms of the settlement and of the partner's right
to request a consistent settlement.
6.

Restrictions on Settlement Rights

Partners who desire to maintain a united front in negotiations
with the Service may choose to insert provisions in the partnership agreement which provide that no partner may settle separately. Partners who desire to prevent holdouts from carrying the partnership into litigation may choose to insert provisions in the partnership agreement which provide that all partners must settle if
a specified percentage of the partners vote to settle. If any partner enters into a settlement in contradiction of the agreement, the
settlement with the IRS is still effective with respect to the parties to the settlement.'57 The other partners would have a cause
of action against the partners breaching the agreement. The
amount of damages suffered, however, might be difficult to prove.
Therefore, any partnership agreement restricting the settlement
rights of partners should specify the amount of damages for breach.
However, it may be difficult to persuade limited partners to agree
to a provision in the partnership agreement which will penalize
them for settling or for refusing to settle if they perceive another
course is in their best interest.
G.

Judicial Revmew of the FPAA
1. Filing Period

The Service may issue a notice of an FPAA in any case m which
the issues in a partnership level proceeding are not resolved
' 5Ihe Servce should be able to disclose settlement terms. See I.R.C. § 6224(c)(2).
1
57See I.R.C. § 6224(c)(1).
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administratively.s To achieve finality, a notice of an FPAA will
likely be issued if items remain partnership items for any partner. The specification of the period within which the Service may
provide timely notice of the beginmng of partnership proceedings
does not restrict when the FPAA notice may be mailed to the TMP
on behalf of the partnership.159 Therefore, if one or more partners receive notice of the beginning of partnership proceedings
less than 120 days before the notice of FPAA was mailed to the
TMP, those partners receiving notice of the commencement of
partnership proceedings are subject to the FPAA notice provided
it was issued within the statutory period.'1°
An FPAA notice is functionally equivalent to a notice of
deficiency. 16 ' However, there are two differences between the
notice of FPAA and a notice of deficiency. First, a partner has
150 days after notice of the FPAA is mailed to file a petition for
judicial review of the proposed adjustments, 162 whereas a taxpayer who lives within the United States has only ninety days after
a notice of deficiency is mailed to file a petition for a redetermmation of the deficiency '6 Secondly, a petition for judicial review
of the FPAA may be filed in any one of three forums,64 'whereas

l-sI.R.C. § 6223(a), (b). The Service is prohibited from issuing more than one FPAA
notice. I.R.C. § 6223(f). However, additional copies of the notice may be mailed if the
original was never received. I.R.C. § 6212(c). A second notice maybe issued with respect
to non-partnership items as long as a Tax Court petition has not been filed.
159Within 60 days after the FPAA notice is mailed to the TMP, all notice partners
are entitled to a copy of the notice unless they have waived the notice requirement (by
signmng Form 870) or have agreed to a settlement (by signing Form 870AD). I.R.C. §
6223(d)(2). See 26 C.F.R. § 601.105(b)(4) (1983).
'6°I.R.C. § 6223(d)(1). Requiring that notice of the commencement of partnership
proceedings be mailed to a partner 120 days before the notice of FPAA is mailed to the
TMP ensures that each partner will have adequate opportunity to present his point of view
regarding
the treatment of parfnership items.
161"Deficiency" is defined in I.R.C. § 6211 (1976 & West Supp. 1983). Rules regarding the
notice of deficiency are given in I.R.C. § 6212 (1976 & West Supp. 1983).
1621.R.C. § 6226(b)(1). The TMP has 90 days after notice of the FPAA is mailed to
file a petition for judicial review of the FPAA. I.R.C. § 6226(a). If the TMP fails to file
a petition for judicial review, any notice partner or notice group may file such a petition
during the next 60 days. I.R.C. § 6226(b)(1).
163I.R.C. § 6213(a) (West Supp. 1983).
164I.R.C. § 6226(a). Those forms include: the Tax Court, a United States district
court or the Claims Court. Id.
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a petition for a redetermination of a deficiency may be filed only
in the Tax Court.""
2.

The Priority of the TMP's Choice of Forums

During the first ninety days following the mailing of the notice
of the FPAA to the TMP, the TMP may file a petition for judicial
review of the FPAA. 16 Since only the TMP may file during this
ninety day period, the TMP has an opportunity to determine the
forum in which partnership issues will be tried. 16 If the TMP
chooses the district court or Claims Court, all partners with an
interest in the outcome of the proceedings are forced to pay their
portion of the proposed adjustments.'6 Likewise, if the TMP
chooses the Tax Court, all partners are subjected to the possibility of being charged interest on any part of the adjustment they
are eventually determined to owe.6
Due to the various results which flow from the choice of forum,
partnerships should decide in advance whether to leave the choice
of forum to the discretion of the TMP. Partners could retain some
control over the choice of forum by inserting two provisions in
the partnership agreement. The first provision would require the
TMP to obtain the approval of a certain percentage of partners
before selecting a particular forum. The second provision could
1

65See I.R.C. § 6213(a).
166 1.R.C. § 6226(a).
'67Id. If the TMP chooses to file in a federal district court, the district must be the

one in which the partnership's principal place of business is located. I.R.C. § 6226(a)(2).
The District of Columbia is treated as the location of the partnership's principal place
of business if the partnerslup's principal place of business is located outside the United
States. I.R.C. § 62300).
1691.R.C. § 6226(e)(1). All partners with an interest in the outcome of the proceeding
must pay their share of the proposed adjustment because they are deemed parties to the
action. I.R.C. § 6226(c), (d), (e)(1).
169 nterest is charged on the amount of tax due which results from an underpayment of taxes. I.R.C. § 6601(a) (1976). As no payment of the additional taxes assessed
is necessary when a petition is filed with the Tax Court until the decision of the Tax Court
becomes final, there is always the possibility of the Tax Court's upholding the IRS determinations in the deficiency notice, and partners being charged interest when the TMP
chooses the Tax Court as the forum See I.R.C. § 6213(a) (West Supp. 1983).
Partners who want to avoid the risk of interest accruing may pay the tax which would
be due if the proposed adjustment were made final by following the procedures in Rev.
Proc. 82-51, 1982-2 C.B. 839.
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impose a penalty on the TMP if the restriction on the TMP's choice
of forum is ignored.
3.

The Priorityof the Tax Court

If the TMP does not file a petition for judicial review of the

FPAA within ninety days after the notice is mailed to hun, any
notice partner or five percent group may file a petition during
the next sixty days.170 The first petition filed in Tax Court has
priority over all other actions, though another action may have

been filed earlier in a district court or the Claims Court.'7 ' Giving priority to any Tax Court petition insures that any partner
who so desires may obtain judicial review of the administrative
determination prior to payment of additional taxes.172 If no petition is filed in Tax Court, then the first petition filed in another
forum has priority. 73 The FPAA becomes final and binding on
all partners still subject to the partnership proceedings if no peti-

tion is filed within the 150 day penod.Y4
4.

The Jurisdictionof the Tax Court

While a deficiency is necessary for Tax Court jurisdiction in
non-partnership cases, 73 this is not a prerequisite for Tax Court

jurisdiction with respect to partnership items. 176 For example, the
17 01.R.C. § 6226(b)(1). The partner filing the petition for judicial review of the FPAA

must still have an interest in the outcome of the action. I.R.C. § 6226(d)(2). The forums
in which the notice partner or notice group may file include the Tax Court, federal district
court 7and
Claims Court. Id.
1
' I.R.C. § 6226(b)(2).

172

See I.R.C. § 6213(a) (West Supp. 1983). See also note 169 supra. A special judge
or commissioner may hear cases involving partnership items and prepare findings and opinions of law which will be reviewed by a Tax Court judge. I.R.C. § 7456(c) (West Supp.
1983).
' 73I.R.C. § 6226(b)(3). All superceded actions are dismissed. I.R.C. § 6226(b)(4).
' 74 1.R.C. § 6225(a)(1).
175See I.R.C. § 6214(a) (1976).
176See I.R.C. §§ 6512(a)(4), 6226(a)(i). If no petition for review of the FPAA notice
is filed, the deficiency is assessed against partners with respect to partnership items and
this amount may not exceed the amount set forth in the notice of the FPAA. I.R.C. §
6225(c). However, if the FPAA is judicially reviewed, the court may make adjustments
to any partnership item and thus may reach a total which is larger or smaller than the
adjustment stated in the notice of FPAA. I.R.C. § 6226(f).
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Tax Court would have jurisdiction even if a proposed partnership
any income
adjustment merely reduced a loss without creating
7
level.17
partner
or
at either the partnership
5.

The Jurisdictionof the Refund Courts

A partner who files a petition for readjustment of partnership
items in a refund forum must deposit with the Secretary of the
Treasury the full amount by which his tax liability would be increased if the Service's proposed adjustments of partnership items
were upheld. 78 This requirement also applies to each member of
a notice group which files in a refund forum. 79 The deposit must
be made either on or before the day the petition is filed.1a8 To
protect against dismissal of a petition merely because a computational error is made in the amount of the tax which would be due,
the court is authorized to allow any shortfall to be paid without
loss of jurisdiction, provided the court finds there was a good faith
attempt to satisfy the deposit requirement. 8'
When an action m a refund forum is dismissed because jurisdiction already exists in the Tax Court, 182 any amount deposited to
obtain jurisdiction in the refund forum is refunded upon request.1 8None of the deposit may be retained by the IRS to satisfy other unpaid tax liabilities. '1
177Cf. I.R.C. § 6226(a), (b), (f).
178I.R.C. § 6226(e)(1). In computing the time-sensitive negligence penalty under
I.R.C. § 6653(a)(2) and the time-sensitive fraud penalty under I.R.C. § 6653(b)(2), the
amount79 on deposit would be taken into account.

1 1.R.C. § 6226(e)(1).

18id. If jurisdiction to proceed is established in either the Claims Court or the
district court the Secretary of the Treasury may then assess and collect from all partners
other than those filing the petition the amount of any deficiency which would result from
the amendment of the partners' returns to reflect the partnerslup return as modified by
the FPAA notice.
181 d. Congress tempered the pre-payment rule by adopting the good faith rule
because of the difficulties in estimating each partner's allocation of a proposed adjustment 1and
the total additional amount due from each partner.
82
See I.R.C. § 6226(b)(2).
183I.R.C. § 6226(e)(2). A partner may decide not to request the refund of the payment if he thinks the chances of winning are slim. In this way, the partner can avoid paying interest on the amount of additional taxes assessed to the extent of the deposit and
can reduce the interest portion of the time-sensitive negligence and fraud penalties. Cf.
I.R.C. §§ 6226(e)(3); 6653(a)(2), (b)(2) (West Supp. 1983).
ls4I.R.C. § 6226(e)(3). The amount deposited to establish jurisdiction in a refund
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Parties to an Action for JudicialReview

Regardless of which action goes forward, any person who was
a partner in the partnership at any tme during the year to which
the adjustments relate and who has an interest in the outcome
of the partnership proceeding86 is a party to the action and is
bound by its outcome. 87 A partner no longer has an interest in
the partnership after the partner's partnership items have been

converted to non-partnership items.il 8
Any person who is a party to the action has the right to
participate. 8 9 In order for partners to be able to exercise their
right to participate in the proceedings, the partnership agreement
should require any partner who files a petition for judicial review
of the FPAA to notify the TMP. The TMP then should be required

to inform partners that a petition has been filed and that any partner having an interest in the outcome of the proceedings has the

right to participate. 190 The economics of the situation are such
that most partners in large tax shelter partnerships will choose to
let the TMP protect their interests.
forum is treated as a payment of tax for the purposes of determining interest. See :d.
Therefore, the IRS must pay interest on the amount of the deposit from the date of deposit
if any refund is later due. See I.R.C. § 6611(a), (b) (1976). No interest is added because
of a computational adjustment subsequently assessed against the partner for the period
the amount was on deposit.
185I.R.C. § 6226(c)(1).
186IR.C. § 6226(d).
187 I.R.C. § 6226(c)(1), (d). Similarly, partners may participate in litigation to determine the proper treatment of items in a request for administrative adjustment (BAA) filed by the TMP on behalf of the partnership, provided the partner has an interest in the
outcome of the BAA litigation. I.R.C. § 6228(a)(4).
' 8 8I.R.C. § 6226(d)(1)(A). A partner has an interest in the outcome of a partnership proceeding until one of the events described in I.R.C. § 6231(b) occurs or the period
for assessment of the partner with respect to partnership items expires. I.R.C. §
6226(d)(1)(A), (B). For example, a partner no longer has an interest in the outcome of
the partnership proceeding after he settles. I.R.C. § 6231(b) (1) (C). Nor does the partner
have an interest in the proceeding after the Service notifies a partner who has flagged
an inconsistency that his partnership items will be treated as non-partnership items. I.R.C.
§ 6231(b)(1)(A), (b) (2) (A) (i).
189I.B.C. § 6226(c)(2).
19OUnder the broad regulatory authority granted in I.R.C. § 6230(k) to prescribe
whatever regulations are necessary to carry out the purposes of the partnership proceedings,
the TMP could be made responsible by regulation to notify partners of the filing of any
judicial petition.
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The rules of practice and procedure which the courts will
prescribe for partnership proceedings' 91 are expected to provide
partners with as much flexibility to participate as is consistent with
the efficient administration of the proceedings. It is expected that
interested partners may be represented by counsel and allowed
to submit a brief. The courts may, however, find it necessary to
require that appropriate documents be filed by a certain time as
92
a precondition to participation.
7.

The Scope of Judicial Review

Any court which reviews the FPAA may determine the proper treatment of all partnership items for the taxable year to which
the notice relates, not just the adjustments set forth in the notice
of FPAA.es Permitting such a broad scope of review allows partners who pursue refund claims to raise and have resolved in a single
proceeding all issues involving partnership items of the partnership for the taxable year to which the adjustments relate.'9
The treatment by a court of a partnership item in a partnership proceeding does not determine the proper treatment of the
item for other taxable years. 195 Thus, a partnership item may be
treated in a different manner in subsequent years. It may be
necessary to devise and apply some form of mitigation rules when
treatment of a partnership item in a subsequent year is inconsistent with the court's treatment of the item in an earlier year. Some
type of mitigation may also be required when a court decision with
respect to a request for administrative adjustment (RAA) filed by
1911.R.C. § 6230(1) authorizes courts wich hear partnership actions to prescribe rules
of practice
and procedure governing partnership proceedings.
192
0ne consequence of a partner's failure to file a document required for participation could be that the partner would have to pay his part of the adjustment pursuant to
the notice of FPAA if the FPAA became final as a result of all partners participating in
the litigation settling out. See I.R.C. § 6226(h).
193I.R.C. § 6226(f). Although the court has jurisdiction to allocate any partnership

adjustments among the partners, the court may choose not to exercise this junsdiction
in all cases. Id. If the court does not make these allocations, the Service must determine
the proper allocations. Any partner who believes his allocation is not proper may seek
judicial review of the computational adjustment after payment of the amount assessed.
I.R.C. § 6230(c).
194 1.R.C. § 6228(a)(3)(B).
195I.R.C. § 6226(f).
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a partner on his own behalf is not consistent with adjustment of
the items by a court reviewing an FPAA.196
III.

THE RULES WHICH GOVERN ASSESSMENT AND

COLLECTION OF

TAXES RESULTING FROM PARTNERSHIP
LEVEL ADJUSTMENTS

A.

Statute of Limitationsfor Assessments

Basically the same statute of limitations applies to both nonpartnership items and partnership items. 197 However, because
partnership items may now be split off from non-partnership items,
it is no longer necessary to expose non-partnership items to a longer
assessment period when consent to an extension of the statute for
partnership items is necessary. 198 Generally the IRS may assess a
deficiency attributable to partnership items for at least three years
after the partnership return is due or, if the return is filed after
the due date, three years after the partnership return is in fact
filed. 19 9 The statute of limitations does not begin to run until a
partnership return is filed.2 Thus, it may be prudent to file a
partnership return, thereby causing the statute to begin to run,
when in doubt about whether a tenancy in common or joint venture is a partnership.

1.

Statute of Limitationsfor Substantial Omissions

The statute of limitations is longer when a substantial amount
of income is omitted, regardless of whether the item is a partnership or non-partnership item. 2D1 When a partnership omits from
income an amount in excess of twenty-five percent of the gross
196For a discussion of the mitigation rules needed, see Cohen & Millman, Operating
under9the New PartnershtpAudit Rules, 41 N.Y.U. INST. ON FED. TAx 13-16.75 (1983).
1 7Compare I.R.C. § 6501 with I.R.C. § 6229(a).
19 8Cf. I.R.C. §§ 6229(b); 6231(b)(1).
199I.R.C. § 6229(a). However, if the partner's separate assessment period remains
open longer, except by reason of an extension, the period for partnership items may also
remain open. It depends on whether the language of § 6229(a) will be interpreted to mean
that the period may also be measured from the date a partner paid his taxes or filed his
tax return.
2

wI.R.C. § 6229(c)(3).
Compare I.R.C. § 6501(e) with I.R.C. § 6229(c)(2).

20 1
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income stated on the partnership return, the partners may be
202
assessed for up to six years after the partnership return is filed.
2.

Statute of Limitationsfor Fraud

Any partner who willfully attempts to evade taxes by participating, directly or indirectly, m the preparation of a fraudulent
partnership return0 may be assessed at any time.a2 Partners not
participating in the fraud may be assessed with respect to partnership items for only six years after the fraudulent partnership
return is filed.2 It was thought unfair to expose partners who
did not participate in the fraud to assessment for an unlimited
period of time. It was believed necessary, however, to extend the
limitation period for partners not participating in the fraud in order
to give the Service more time to detect the fraud. Though perpetrated by others, fraud hinders the Service in determining the
proper treatment of partnership items as to all partners. The longer
period may also have been considered necessary in order to coordinate criminal and civil proceedings.
3.

Tolling of the Statute of Limitations

The rules for suspending the running of the statute of limitations for partnership items are similar to those for non-partnership
items. A notice of FPAA suspends the running of the statute for
the 150 daysawduring which judicial review of the FPAA may be
sought. If a timely petition for judicial review is filed, the statute
is tolled until the decision becomes final.2
In addition, the statute is suspended for one year following
the expiration of the period in which to file a petition for judicial
review.2 If a timely petition is filed, the statute is tolled for one
year after the decision of the court becomes final.2 This allows
2 02

I.R.C. § 6229(c)(2).

203Failing to file a partnership return may also be the result of fraud by some or all

partners. Cf. .LR.C. § 6229(c)(3).
2I.R.C. § 6229(c)(1)(A).

I.R.C.
0I.R.C.
27.R.C.
M8I.R.C.
W9d.

§ 6229(c)(1)(B).
§ 6226(b)(1).
§ 6229(d)(i).
§ 6229(d)(2).
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the Service time to apply the final partnership determination at
the partner level and issue a computational adjustment to each
2 10
partner..
If a partner's name, address and identification number do not
appear on the partnership return, 21 ' the one year in which the
Service has to apply the partnership adjustment to the individual
partner does not begin to run until the Service is furnished this
information,212 provided either the notice of the FPAA was
mailed to the TMP before the expiration of the statute of limitations,213 or the partner who was not properly identified also
failed to flag an inconsistency between the way he treated a partnership item and the way the partnership treated the item on its
return. 214 This suspension of the one year computation period until a partner is clearly identified insures that the Service will have
a minimum of one year to compute and assess any deficiency
resulting from an adjustment of partnership items. To avoid being exposed to an assessment during an additional period, partners should be sure their correct name, address and taxpayer identification number appear on the partnership return. Indirect partners should start the one year period running by either furnishing
or having the pass-thru partner provide the Service their names,
addresses and taxpayer identification numbers. If this information is not submitted with the return for the partnership in which
the pass-thru entity is a partner, it should be provided as soon as
the determination with respect to the partnership becomes final.
4.

Extension of the Statute of Limitations

The period of time during which the IRS may assess additional
taxes can be extended in two ways. First, the statute of limitations is automatically extended one year if partnership items
become non-partnership items as a result of one of the events

•210I.R.C. § 6231(a)(6). A computational adjustment is the "change m the tax liability
which properly reflects the treatment ... of the partnership item." Id.
of a partner
211
.R.C. § 6229(e)(1).
212
1.R.C. § 6229(e).
2 13
1.R.C. § 6229(e)(2)(A).
2
41.R.C. § 6229(e)(2)(B).
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described in section 6231(b).215 In such a case, the statute does
not run "before the date which is one year after the date on which
the items become non-partnership items."216 This extension provides the IRS time to issue a separate deficiency notice and to institute separate proceedings concerning the converted partnership
items.
The limitations period may also be extended for a partner's
partnership items by agreement between the Service and an individual partner. 217 The Service and the TMP, or any other person authorized by the partnership in writing to enter into extension agreements on behalf of the partnership may also agree to
extend the period for the partnership.21 8 An agreement on behalf
of the partnership extends the period for the partnership items of
all partners in the partnership who are still parties to the partnership proceedings.
B.

Restrictions on the Making of Assessments

TEFBA imposed several restrictions on the IRS with respect
to when a deficiency may be assessed. First, no assessment of any
deficiency attributable to a partnership item may be made before
the expiration of 150 days after notice of an FPAA has been mailed
. Nor may any proceeding to collect any such defito the TMP.219
ciency be instituted during this 150 day period.m°
Second, when a petition for judicial review of the FPAA is
filed in Tax Court during the 150 day period, no assessment may
2 15

1.R.C. § 6229(f). For a discussion of the conversion of partnership items into non-

partnership
items under I.R.C. § 6231(b) see the text accompanying notes 52-60 supra.
216
I.R.C. § 6229(f).
21
7I.R.C. § 6229(b)(1)(A). The limitations period for partnership items is not extended by2 an
agreement to extend the period for non-partnership items. I.R.C. § 6229(b)(2).
18
1.R.C. § 6229(b)(1)(B). The Service will not want to examine each partnership
agreement before relying on an extension of the statute for the partnership by a person
other than the TMP. Thus, the Service will probably require the filing of a statement identifying the person who has authority to extend the statute on behalf of the partnership
at the Service center where the partnership return is filed. This filing would remain in
effect2 until
revoked.
19
1.R.C. § 6225(a)(I). If a partner waives the restriction on assessment for one or
all partnership items prior to the expiration of the period for filing a petition for judicial
review, the items remain partnership items and are subject to later adjustments in the
partnership proceedings.
ld.
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be made until the decision of the Tax Court is final. 1 Even after
the Tax Court decision becomes final, the assessment and collection of a deficiency resulting from computational adjustments
based on the Tax Court decision may be stayed during the pendency of any appeal of the Tax Court decision.2
A "premature" attempt to assess or collect a deficiency attributable to a partnership item may be prevented by an injunction from a "proper court."m An attempt is "premature" if it occurs prior to the expiration of the 150 days following the mailing
of the notice of FPAA to the TMP.2 If a petition for judicial
review has been filed in Tax Court, any assessment or collection
may be stayed until the Tax Court decision is final.2 The
"proper court" for enjoining a premature assessment is probably
the United States district court having jurisdiction over the partner, since the assessment is made against the partner, not the partnership.
On the other hand, if no petition for judicial review is filed
in Tax Court, or if the TMP files a petition in federal district court
or the Claims Court, the Service may at the conclusion of the above
stated 150 day period immediately assess and collect any deficiency. 20 Any such assessment is limited, however, to the
amount of the adjustment set forth in the FPAA notice.2
In contrast to the restrictions previously mentioned, there is
no restriction on making an assessment when a partner treats an
item in a manner inconsistent with its treatment on the partnership return and fails to flag the inconsistency. The discrepancy
is treated as a mathematical error.m Since deficiency procedures
do not apply to adjustments necessary to correct mathematical
22I.R.C. § 6225(a)(2).

2I.R.C. § 7485(b).

A partner who wants to stop the running of interest on the defi-

ciency may make payments n the nature of a deposit. See Rev. Proc. 82-15, 1982-1 C.B. 460.
MI.R.C. § 6225(b). I.R.C. § 7421(a), the anti-injunction statute, does not apply
in this case.

224I.R.C. § 6225(b).

=Id.
2MI.R.C. § 6225(a). The deficiency assessed or collected is that resulting from adjustments based on the amendment of the partnership return and the partner's individual
return to reflect the FPAA.
2 7I.R.C. § 6225(c).

2MI.R.C. §§ 6222(c); 6213(h)(4).
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errors,2 the Service may immediately make the assessment.M
The partner may not request that no correction be made, although
after payment of any additional tax due, the partner may file a
request for a refund. 23l

C.

Conditionsfor Requesting a Refund with Respect to
ComputationalAdjustments

If a final determination of partnership items is rendered by
a court,232 the court may allocate adjustments among the partners. If the court does not make these allocations, then the IRS
will determine the proper allocation of partnership adjustments
among partners, as well as recompute the tax liability of each part-

ner, taking the partnership adjustments into account.23
Any change in the tax liability of a partner to reflect the proper

treatment of partnership items is called a computational
adjustment.m The rules in sections 6211-6215, relating to the
22I.R.C. § 6230(b)(1).
23°I.R.C.
§ 6222(c).
23 1
Some commentators have asserted that a partner filing inconsistently without flagging may, within 60 days of the mailing of the notice of correction, request that the correction not be made. See, e.g., Address by James Hewitt, "Dealing with the New Audit
of Partnership Rules," 38th Annual Umversity of Miami Tax Conference (February 14-18,
1983) (unpublished proceedings). In fact, the right granted by § 6230(b) (2) to request that
mathematical corrections not be made is restricted to adjustments necessary to correct
mathematical errors appearing on the partnership return. Maling the treatment of inconsistently reported, unflagged partnership items consistent with the treatment of the
items on the partnership return is deemed a mathematical error on the partner's return.
The only way to dispute a mathematical error is to pay the tax due which is immediately
assessable and file a request for refund. See I.R.C. § 6222(c).
HSBefore any assessment may occur, the determination of the proper treatment of
partnership items must be considered final. If no petition to review the notice of FTAA
is timely filed, the notice of FPAA becomes final, and the proper treatment of partnership items is that stated in the FPAA. See I.R.C. § 6225(c). If a petition is filed on behalf
of the partnership with respect to a notice of FPAA, the proper treatment of partnership
items is that stated in the court decision. If a partner settles, the proper treatment of partnership items is that agreed upon m the settlement. If a partner fails to flag an inconsistency, the treatment of the partnership item on the partnership return is treated as final
for assessment purposes. See I.R.C. § 6222(c). Except m the case of multiple filings, dismissal
of an action is treated the same as if the court had held the deficiencies and penalties set
forth in the notice to be correct. I.R.C. § 6226(h). See I.R.C. § 6230(c)(2)(B), (c)(1)(B).
2" I.R.C. § 6226().
2UI.R.C. §§ 6231(a)(6); 6226(f).
=I.RC. § 6231(a)(6).
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assessment and collection of deficiencies due to non-partnership
items,m do not apply to computational adjustments.23 The rules
in section 6225 govern assessments arising from computational
adjustments.
The computational adjustments may require the Service to
make a refund to an individual partner instead of allowing the
Service to assess additional taxes. If a partner is due a refund as
the result of a final determination of partnership items, the Service is required, to the extent practicable, to make this refund
without the partner's having to file.m To keep partners from
having to file protective claims during the one-year period in which
the Service is authorized to make computational adjustments,239
the period for claiming refunds resulting from a final determination was extended to two years after the final determination.240
If a partner believes that the computational adjustment is computed erroneously he may file an administrative claim for refund
any time within the six month period following the mailing of the
notice of the computational adjustment, provided he has paid any
taxes owed as a result of the computational adjustment.Y The
period for filing an administrative claim on an erroneous computational adjustment was limited to six months. This was
done to reduce the likelihood that the Service would have to reduce
the amount of an adjustment allocated one partner, but would
be unable, because the one year for issuing the computational adjustment had expired, to increase correspondingly the tax liability of another partner to whom the amount should have been
credited.
236Onc partnership items are converted to non-partnership items, the restrictions
on assessment
in I.R.C. §§ 6211-6215 apply. Cf. I.R.C. §§ 6230(a); 6231(a)(6).
237I.R.C. § 6230(a). For the definition of "computational adjustments," see note 210
supra.

2SI.R.C. § 6230(d)(5).
239

1.R.C. § 6229(d)(2).

0

I.R.C. § 6230(c)(1)(B), (c)(2)(B).
2'I.R.C. § 6230(c)(2)(A).

242
Md. If the Service sends computational adjustments less than six months following the conclusion of the partnership proceedings, all reallocation requests will have to
be filed before expiration of the period for malng assessments at the partner level. As
a consequence, the Service will have whatever time is left in the one year limitation period
in which to make adjustments in the allocations of other partners if any readjustment m
the allocation of a partner is allowed.
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If the Service refuses to refund any part of a computational
adjustment which is claimed to be improperly computed, the
claimant may file a petition for judicial review up to two years
after the notice of the disallowance of any portion of the claim
was mailed to the partner.2 Judicial review of the computational adjustment may be sought only in a refund forum, since
a partner is reqmred to pay a computational adjustment before
he may make the administrative claim for refund on the basis of
an erroneous computation.2 "
Judicial review of a computational adjustment is limited to
a determination of the accuracy of the computation.2 " The court
is not allowed to review the substantive issues on which the computation is based, because these issues are deemed to be conclusively determined in the partnership proceeding. 2"

IV. THE RULES WHICH
FOR

A.

GovERN BEQUESTS

ADMINISTRATIVE ADJUSTMENTS

(RAA)

Proceduresfor Requesting an Administrative
Adjustment (RAA)

An RAA may be a claim for a refund,24 or an amendment to
a return which creates additional tax liability.m An RAA may be
filed any time within three years after the due date for the partnership return, or, within three years after the date the partnership return was actually filed.24 However, the RAA must be filed before the TMP has mailed the notice of FPAA.2 This again
demonstrates the preference inherent in partnership proceedings
for the resolution of all partnership issues relating to the same taxable year in one proceeding.
2"
2

I.R.C. § 6230(c)(3).
§ 6230(c)(1).

44Cf. I.R.C.

2

4I.R.C. § 6230(c)(4).

2

6See id.
2 7 I.R.C. § 6227(c)(1).

2

4I.R.C. § 6227(c)(2).
49I.R.C. § 6227(a)(1). The period during which clamis attributable to nonpartnership items may be made is also measured from the time of payment. However,
this alternative was rejected for partnersip items, because the adjustment period for partners in the same partnership for the same partnership taxable year could vary.
2

2

WI.R.C. § 6227(a)(2).
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Any partner, including a non-notice partner or an indirect
partner, may file an RAA. 1 However, if the TMP files an RAA
on behalf of the partnership and asks that the RAA be substituted
for the treatment of the corresponding items on the partnership
return, and the Service consents to the request, the RAA has the
effect of amending the partnership return. 2 The Service may
treat any changes shown on this substitute return as mathematical
errors and immediately assess the partners for any deficiency
due.2 0 These substitute return provisions permit the Service and
the partnership to correct agreed upon errors on the partnership
return without going through formal partnership proceedings. The
TMP is required to furnish revised schedules showing the effect
of the BAA on the distributive shares of the partners and any additional information which the regulations may require.2
Whether the Service will condition its consent on such things as
the TMP's furnishing waivers of restrictions on assessment from
some or all partners is a question which may be answered in the
procedural rules relating to examination under I.R.C. part 601.2
The TMP may file an RAA on behalf of the partnership which
is not treated as a substitute returnm because the TMP failed to
request that it be treated as a substitute or because the IRS refuses
to do so.2 When an RAA is not treated like a substitute return,
the Service must institute partnership proceedings and go through
the regular procedures for assessment of partnership deficiencies
before the partners' returns may be conformed to reflect the TMP's
requested adjustment to the partnership return.M
The IRS may, however, with respect to an RAA filed by the
TMP which is not a substitute return, make any refunds to partners which would result from making the adjustments the TMF
2 1I.R.C. §§ 6227(b)-(c); 6231(a)(2).
252

1..C. § 6227b)(1).

=1Id.
24I.R.C. § 6227(b)(3). A partner filing an RAA on his own behalf is not burdened
with having to file corrected K-1 schedules for all the partners. However, if the claim
is allowed, the Service, to the extent practicable, is presumably required to make refunds
to other partners.

=See I.R.C. § 6227(b)(2)(A).
2I.R.C. § 6227(b)(2).
2TI.R.C. § 6227(b)(1).
MI.R.C. § 6227(b)(2)(A)(ii).
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requested on behalf of the partnership, without conducting partnership proceedings. 2 9 To the extent practicable, the Service is
required to make credits or refunds attributable to partnership
items without requiring the partners to file separately for a
refund.2 ° If an allowance is made without an examination of the
partnership return, the Service may, any time prior to the running of the statute of limitations barring issuance of a FPAA notice,
examine the partnership return without reopening the return.26I
A partner other than the TMP, including a non-notice partner, may file an BAA on his own behalf with the service center
where the partner filed his return, and, as regulations will probably require for coordination purposes, at the service center where
the partnership return is filed. The IRS may "assess any additional
tax which would result from the requested adjustment,"' 2 the
partner having agreed to his liability by filing an amended return.
If a refund is due, the IRS may treat the claim as a regular claim
for refund of an overpayment attributable to non-partnership
items.m Allowing partners other than the TMP to file an BAA
permits any partner to challenge a position taken by the partnership even after the partner has filed his return.
When a partner other than the TMP files an RAA, the Service has the option of either conducting partnership proceedings
and holding the partner's BAA in suspense until the proceedings
are complete,2 or treating the items as non-partnership items
and dealing with the partner in separate proceedings.2a If the
Service chooses to deal with the partner separately, the partner
must be notified of its intention to treat all the partner's partnership items as non-partnership items.2 The Service presumably
2I.R.C. § 6227(b)(2)(A)(i). The provision in I.R.C. § 6511(b), (c), limiting the
authority of the IRS to make refunds in the absence of a timely claim, is made inapplicable
by I.R.C. § 6230(d)(6).
°I.R.C. § 6230(d)(5). It may be considered impracticable, for instance, to make
automatic refunds if the Service lacks information identifying the partner, if the proper
allocation of items between partners is in dispute or if the at-risk limitation must be apat the partner level.
plied 261
.R.C.§ 6229(a).
62I.R.C. § 6227(c)(2).
23I.R.C. § 6227(c)(1).
2I.R.C. § 6227(c)(4).
MI.R.C. § 6227(c)(3).
66Id.
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will elect to treat an RAA made by a partner on his own behalf
as a claim with respect to non-partnership items if the Service
believes the individual's claim was not well-founded. Even if the
Service grants a refund or assesses additional tax, as long as the
Service has not notified the partner of any intent to treat partnership items as non-partnership items, the items remain partnership items. Consequently, as long as the statute of limitations remains open, the Service may conduct a partnership proceeding
in which any partner who filed an RAA on his own behalf would
be included, provided the Service had not notified the partner it
intended to treat the partner's partnership items as non-partnership
items,26 and the items which were the subject of the RAA could
be redetermined.
B.

Judicial Review of the RAA
1.

Periodfor Filing for Judicial Review of RAA

If the Service does not initiate partnership proceedings in the
six month period following the filing of an BAA or less than the
full request is allowed, the partner filing the RAA may file for
judicial review.m The TMP who files an RAA on behalf of the
partnership has until the end of the two year period following the
filing of the RAA to file for judicial review.m If a partner other
than the TMP is filing the BAA, he also is required to file for review
of the RAA within two years after it is filed. 0 However, if the
Service notifies a partner that it intends to treat the partner's part-

tI.R.C. § 6231(b)(1)(A).
MI.R.C. § 6228(a)(2)(A)(i), (b)(2)(B)(i)(I). Curiously, no partner may file for
judicial review earlier than six months after filing an administrative claim, even if the
Service disallows part of the request before the expiration of the six month period.
2I9.R.C. § 6228(a)(2)(A)(ii).
2T°I.R.C. § 6228(b)(2)(B)(i)(Ii). This period is shorter than the period for bringing
refund suits with respect to non-partnership items under I.R.C. § 6532, which runs for
two years after the date the claim is disallowed, rather than from the date the claim is
filed. The partnership items to which the RAA relate become non-partnership items when
the suit is filed. I.R.C. § 6228(2)(A)(ii). As a consequence, the decision of the court with
respect to an RAA filed on behalf of an individual partner is not binding on the Service
or other partners with respect to the treatment of these partnership items.
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nership items as non-partnership items, the two year filing period
does not begin to run until the Service so notifies the partner. 271
The TMP filing the RAA on behalf of the partnership may
file in Tax Court, Claims Court or the district court where the
partnership has its principal place of business.22 An RAA filed by
a partner other than the TMP on behalf of the partnership is
brought under section 7422, and therefore the action may only
be brought in a refund forum.273 Presumably, if the action is
brought in district court, the proper district court for a partner
other than the TMP would be the district court in the district where
the partner resides. Partners may not file for judicial review of
an RAA filed by the TMP 274 They may want to protect
themselves by filing an RAA with the Service on their own behalf.
The better solution would be to amend the statute to give partners the right to bring suit on the RAA on behalf of the partnership if the TMP does not. Alternatively, the partnership agreement could require the TMP to file for judicial review of an RAA
if a certain percentage of the partners request it.
After a notice of the beginning of partnership administrative
proceedings is mailed, a partner may not file a petition for judicial
review of an RAA, even though the period for filing for review
of the RAA has not expired.75 However, if the Service fails to
mail a notice of the FPAA to the TMP within three years after
the partnership return is filed or any longer period if extended
by agreement, an action for judicial review of an RAA may be
filed for up to six months after the expiration of the assessment
period, provided review of the RAA was not barred at the time
notice of the partnership proceeding was mailed to the TMP 276

2 71

I.R.C. § 6228(b)(1)(A). The partnership items become non-partnership items on

notification from the Service that it intends to so treat the items. I.R.C. § 6231(b) (1)(A).
t27I.R.C. § 6228(a)(1).
273
I.R.C. § 6228(b)(1)(B), (b)(2)(A)(i).
274
1.R.C. § 6228(a)(1). This section implies that only the TMP may file a petition
for judicial review of an RAA filed by the TMP on behalf of the partnership, since it does
not grant the authority to other partners. See id.
275

I.R.C. § 6228(a)(2)(B), (b)(2)(D).

276

.R.C. § 6228(a)(2)(C), (b)(2)(D).
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Scope of Judicial Review of RAA

Judicial review of an RAA is normally limited to the items the

Service has either disallowed or asserted by way of offset. z77 If a
petition by the TMP for judicial review of an RAA is filed at the

time the notice of the FPAA is mailed, the BAA petition is converted to a petition for judicial review of the FPAA, provided the
hearing on the BAA has not already taken place.278 When this occurs, the court has jurisdiction to determine all partnership items

for the taxable year to which the notice relates, not just those items
in the BAA which were disallowed.29 This rule is consistent with

the idea underlying all partnership proceeding rules, that adjustments with respect to partnership items of the partnership for
any taxable year should be determined in a single proceeding
whenever possible. If an RAA on behalf of a partner is converted
to an FPAA, any possible increase in the partner's tax liability set

out in the FPAA notice does not have to be deposited wvith the
court in order to obtain jurisdiction in a refund forum.m
However, restrictions on assessments with respect to all partners

lapse 150 days after issuance of the FPAA notice.281 Because the
period in which the Service may issue an FPAA notice and assess
a deficiency is less than the period in which a partner may seek

review of items disallowed in an RAA, 2 the Service is permit7I.R.C. § 6228(a)(5). Even if the period for assessment has expired, the Service may
make adjustments to any partnership item in order to offset adjustments requested in an
RAA.
2
781.R.C. § 6228(a)(3)(B).
279
.R.C. § 6226(f).
280I.R.C. § 6228(a)(3)(B) states that the prepayment requirement for refund jurisdiction in I.R.C. § 6226(e) does not apply. This access to a refund forum without prepayment of the FPAA adjustment is temporarily allowed because the TM? or some other partner
may timely file for judicial review of the FPAA in Tax Court. If a Tax Court action goes
no need for partners to pay the deficiency prior to decision by the court.
forward
281 there is
I.R.C. § 6225(a)(1).
28 2
1.R.C. § 6227(a)(1) allows an BAA to be filed with the Service any time within
three years after the later of the due date for the filing of the partnership return or the
date on which the partnership return was actually filed. I.R.C. § 6229(a) allows the Service to assess a tax attributable to partnership items any time before the date which is
three years after the later of the date on which the partnership return was filed or the
last day of the year on which the return may be filed.I.R.C. § 6228(a)(2)(A)(ii), (b)(1)(B),
(2)(A)(i) allows for judicial review of the RAA any time up to two years after the request
was filed with the Service or, if the Service notified the partner that it intended to treat
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ted to offset any prospective refund by adjustments to partnership items which the Service could have made had the assessment
period not expired.2
Only the TMP, a notice partner, or a five-percent notice group
may seek review of a decision of a court regarding an RAA filed
by the TMP on behalf of the partnership. This restriction of
appeal to those who at the time of appeal would qualify as notice
partners is, presumably, intended to protect against a single partner
having less than a one-percent interest in a partnership with more
than 100 partners being able to stop the RAA from becoming final
by dragging the partnership into litigation. The proper court for
appeal is the court having jurisdiction over the lower court rendering the decision.
CONCLUSION

Partnership level proceedings should be beneficial to partners,
the IRS and the courts. These proceedings protect a partner who
reports partnership items the same way the partnership reported
them from having to bear the burden of dealing with the IRS alone,
since the IRS may challenge consistently reported items only in
partnership proceedings. Thus, partners may leave the details of
examination to the TMP, although any partner may participate
to whatever extent the partner sees fit in partnership proceedings.
Also, each partner now has an opportunity to obtain the same settlement terms accorded another partner, and the partner's entire
taxable year is no longer exposed to an extended assessment period
simply because a partnership in which he invested is under audit.
Without undermining substantially the purpose of the partnership level approach, the new procedures have included signifi0

the partner's partnership items as non-partnership items, any time up to two years after

such notification is filed.
283I.R.C. § 6228(a)(5). This does not mean the Service is allowed to assess any additional tax after the period for assessment has run. It means only that refunds attributable

to partnership items which are found to be due may be reduced by additional taxes the
partner would have owed on partnership items for the same taxable year if the Service
had made a timely assessment. Id.
24I.R.C. § 6228(a)(6). Curiously, any partner entitled to notice is permitted to appeal a court decision on an RAA filed by the TMP on behalf of the partnership, but only
the TMP may file a petition for judicial review of the RAA at the trial level.

2 5Id.
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cant dissenter rights. The primary right of a taxpayer to participate
directly in the determination of the taxpayer's tax liability has been
preserved. All partners, including indirect partners, may participate in partnership proceedings if they so desire. Every partner, direct or indirect, has the opportunity to determine whether
to settle. Non-notice partners simply must indicate that they do
not want to be bound by the TMP if they do not want the TMP
to be able to settle for them. Indirect partners simply need to identify themselves to the IRS to avoid being bound by the pass-thru
partner Any partner entitled to notice can protest the examining
agent's proposed adjustments in an appeals office conference, and,
if no resolution of the issues is reached, the partner may go to court,
despite the limitation of partnership proceedings to a single
proceeding.
It is hoped that partnership level proceedings will encourage
greater compliance with the tax laws. Tax shelter partnerships of
marginal economic substance will no longer be as confident about
escaping examination as they once were when it was common
knowledge that the Service did not have the resources to devote
to untangling partnership pyramids before the statute of limitations had run. Treating partners the same way with respect to partnership items makes the system more fair and therefore compliance
will probably be higher.
It is true that the partnership provisions are rather long, but
much of the length arises from the inclusion of mechanisms to protect dissenter rights. The procedures are, however, not complex
once the operational framework is clear In many instances the
rules parallel the rules for non-partnership items, and so the rules
will be familiar to practitioners who do audit work. As the IRS
acquires operational experience in handling the unique aspects of
partnership proceedings, gaps in the procedures will be filled and
the system will run more smoothly as it becomes more finely tuned.

